Deposit Accounts _
Effective date November 1996 Section 3000.1

INTRODUCTION  the composition of the market area economi
base,
Deposits represent funds placed with the bank the ability to employ deposits profitably,
by customers that the bank is obligated to repay the adequacy of current operations (staffin
on demand, after a specific period of time, or and systems) and the location and size o
after expiration of some required notice period. banking quarters relative to its volume of
Deposits represent the primary funding source business,
for most banks and, as a result, have a signifi- the degree of competition from banks anc
cant effect on a bank’s liquidity. Although nonbank financial institutions and their pro-
deposits are used by banks in a variety of ways, grams to attract deposit customers, and
they primarily fund loans and investments. Mans the effects of the national economy and the
agement should establish a procedure for deter-monetary and fiscal policies of the federal
mining the Volatility and the CompOSition of the government on the bank’s service area.
deposit structure to ensure that funds are
employed profitably while allowing for their  The bank’s size and the composition of its
potential withdrawal. It is also important, there'market determine how formal its deposit pro-
fore, for a bank’'s management to implemengram should be. After a deposit program is
programs to retain and prudently expand thgleveloped, management must continue to mon
bank’s deposit base. tor those factors and correlate any findings tc
Bankers place great significance on the deposfetermine if adjustments are needed. The long
structure because favorable operating resulterm success of any deposit program relate
depend, in part, on a core deposit base. Bardjrectly to the ability of management to make
management should adopt and implement adjustments at the earliest possible time.
development and retention program for all types
of deposits because of competition for funds, the
need for most individuals and corporations toD
minimize idle funds, and the effect of disinter-
mediation (the movement of deposits to other

higher yielding markets) on a bank's deposifManagement should look not only at deposi
base. growth, but also at the nature of the deposi

structure. Management must be able to dete

mine what percentage of the overall deposi

structure is centered in core deposits, in fluctu

. ating or seasonal deposits, and in volatile depo:

Deposit Development and its to properly invest such funds in view of
Retention Program anticipated or potential withdrawals.

It is important that internal reports with infor-

Important elements of the examination procesmation concerning the composition of the deposi

are the review of a bank’s deposit developmendtructure be provided to management on a per

and retention program and the methods used tadic basis. In analyzing the deposit structure

determine the volatility and composition of theinformation gathered by the various examina

deposit structure. The deposit development anibn procedures should be sufficient to allow the

eposit Structure

retention program includes— examiner to evaluate the composition of bott

volatile and core deposits. Management's lac

» a marketing strategy, of such knowledge could lead to an asset

« projections of deposit structure and associatelghbility mismatch, causing problems at a later

costs, and date. Ultimately, the examiner should be satis

« a formula for comparing results againstfied with management’s efforts to plan for the
projections. bank’s future.

Examiners must analyze the present an
To properly structure a deposit program, manpotential effect deposit accounts have on th
agement must consider many factors, some dihancial condition of the bank, particularly with
which include— regard to the quality and scope of management
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3000.1 Deposit Accounts

planning. The examiner's efforts should be Service charges on dormant accounts should
directed to the various types of deposit accountsear a direct relationship to the cost of servicing

that the bank uses for its funding base. Théhe accounts to ensure that the charges are not
examiners assigned to funds management amccessive. The board of directors or a committee
to analytical review of the bank’'s income appointed by the board should review the basis

and expenses should be informed of any signifien which service charges on dormant accounts
cant change in interest-bearing deposit accouatre assessed, and the review should be docu-
activity. mented. There have been occasions when, be-
cause of excessive charges, there were no pro-
ceeds to remit at the time the account became
subject to escheat requirements, and courts have
required banks to reimburse the state. (Also

refer to the discussion on dormant accounts

Interest paid on deposits generally represents the the “Potential Problem Areas” subsection,
largest expense to a bank. As a result, |ntere35-e|ow_)

bearing deposit accounts employed in a margin-

ally profitable manner could have significant

and lasting effects on bank earnings. The exan’g

iner should consider the following in evaluatingBank Secrecy Act

the effect of interest-bearing deposit accounts on )
a bank’s earnings: Examiners should be aware of the Bank Secrecy

Act when examining the deposit area and follow
« estimated change in interest expense resultirfd On any unusual activities or arrangements
from a change in interest rates on deposifoted. The actwas implemented by the Treasury

accounts or a shift in funds from one type of2€partment’s Financial Recordkeeping and
account to another Reporting of Currency and Foreign Transactions

service-charge income Regulation; for further information, see the
: ; Bank Secrecy Act Examination Manuahd

rojected operating costs -

. (F:)ha:nges in F;equiregd reserves section 208.14 of the Federal Reserve’'s Regu-

promotional and advertising costs lation H.
quality of management'’s planning

Cost of Funds

Banking Hours and Processing of
Demand Deposits

SPECIAL DEPOSIT-RELATED The Uniform Commercial Code (UCC) allows a
ISSUES bank to establish a banking day cut-off hour of

2:00 p.m. or later for the handling of items

The examiner should keep in mind the followingreceived for deposit or presented for payment

issues during an examination to ensure the bafl/CC 4-108). A “banking day” is defined as the
is in compliance, where applicable. part of a day on which the bank is open to the

public for substantially all of its banking func-
tions (UCC 4-104(a)(3)). Generally, a banking
day includes, at a minimum, operation of a teller
Abandoned Property Law window and the bookkeeping and loan depart-
ments. Saturdays or Sundays could be banking
State abandoned property laws are generallyays for banks that are open for substantially all
called escheat laws. Although escheat laws vamyf their functions on those days. Items received
from state to state, they normally require a bankn a nonbanking day or after the cut-off hour on
to remit the proceeds of any deposit account ta banking day may be processed as if received
the state treasurer when— on the following banking day.
A bank that violates the cut-off hour could be
+ the deposit account has been dormant for gubject to civil liability for not performing its
certain number of years; and duties under other provisions of the UCC (see
« the owner of the account cannot be located.UCC 4-202, 4-213, 4-214, 4-301, and 4-302).
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Deposit Accounts 3000.1

Foreign Currency Deposits lowing circumstances: when requested by a
administrator or manager of an existing EBP.
Domestic depository institutions are permitted!pon opening an account; when pass-throug
to accept deposits denominated in foreign cufnsurance is no longer available; and in certair
rency. Institutions should notify customers thainstances, when deposits were placed with a
such deposits are subject to foreign-exchangestitution before July 1, 1995. Pass-througt
risk. The bank should convert such accounts tisurance coverage is provided for EBP deposit
the U.S. dollar equivalent for reporting to theplaced with all well-capitalized insured insti-
Federal Reserve. Examination staff shouldutions and adequately capitalized institution:
ascertain that all reports are in order, and evaluneeting certain requirements, both as define
ate the bank’s use of such funds and managéy PCA. EBP deposits are not entitled to
ment of the accompanying foreign-exchang@ass-through insurance coverage when place
risk. Foreign-currency denominated accountwith any PCA-designated under-capitalizec
are not subject to the requirements of Regulahnstitutions.
tion CC, Availability of Funds and Collection of
Checks. Refer to SR-90-3 (IB): Foreign (Non—

U.S.) Currency Denominated Deposits Offere ;
at Domestic Depository Institutions. cheserve Requirements

The Monetary Control Act of 1980 and the
. i . Federal Reserve’'s Regulation D, Reserv
International Banking Facilities Requirements of Depository Institutions, estab
) ) ) - ) lish two categories of deposits for reserve
An international banking facility (IBF) is a set requirement purposes. The first category is tran:
of asset and liability accounts segregated on thgction deposit accounts, which represent
books of a depository institution. IBF activities deposit or account from which the depositor ol
are essentially limited to accepting depositaccount holder is permitted to make orders o
from and extending credit to foreign residentsyithdrawals by negotiable instrument, paymen
(including banks), other IBFs, and the institu-orders of withdrawal, telephone transfer, o
tions establishing the IBF. IBFs are not requiredimilar devices for making payments to a third
to maintain reserves against their time depOS;Earty or others. Transaction accounts includ
or loans. The examiner should follow the speciaiemand deposits, NOW accounts, ATS account
examination procedures in the international secand telephone or preauthorized transfer account
tion of this manual when examining an IBF.  The second category is nontransaction depos
accounts, which include all deposits that are
not transaction accounts such as (1) saving
Pass-Through Deposit Insurance deposits—money market deposit accounts an
other savings deposits, and (2) time deposits-
“Pass-through” deposit insurance applies tdime certificates of deposit and time deposits
each owner or beneficiary that collectively paroP€n account. Refer to Regulation D for specifi
ticipates in an employee benefit plan (EBPfefinitions of the various deposit accounts.
account on deposit with an insured institution.
Among the types of EBPs affected are 401(k)H
retirement accounts, Keogh plan accounts, anfireasury Tax and Loan Accounts
corporate pension plan and profit-sharing plan
accounts. The FDIC insurance covers (passédember banks may select either the “remit-
through to) each owner or beneficiary of the tance option” or the “note option” method to
applicable deposit up to $100,000 and is basefwrward deposited funds to the U.S. Treasury
on specific rules, including the insured institu-With the remittance option, the bank remits the
tion’s prompt-corrective-action (PCA) capital Treasury tax and loan accounts (TT&L) deposits
category as of each deposit date (see SR-95-39 the Federal Reserve Bank the next busines
sup). Depending on these rules, certain discladay after deposit. The remittance portion is no
sures by the depository institution may benterest bearing.
necessary. The note option permits the bank to retain the
These disclosures vary depending on the foF T&L deposits. With the note option, the bank
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3000.1 Deposit Accounts

debits the TT&L remittance account the amount The deposit suspense account is used to
of the previous day’'s deposit and simultafprocess unidentified, unposted, or rejected items.
neously credits the note option account. ThusCharacteristically, items posted to such accounts
TT&L funds are now purchased funds evi-clear in one business day. The length of time an
denced by an interest-bearing, variable-ratétem remains in control accounts often reflects
open-ended, secured note callable on demand by the bank’s operational efficiency. This deposit
Treasury. Rates paid a¥e of 1 percent less than type has a higher risk potential because the
the average weekly rate on federal funds. Intettransactions are incomplete and require manual
est is calculated on the weekly average dailprocessing to be completed. As a result of the
closing balance in the TT&L note option accountneed for human interaction and the exception
Although there is no required maximum notenature of these transactions, the possibility of
option ceiling, banks may establish a maximunmisappropriation exists.
balance by providing written notice to the Fed- Official checks, a type of demand deposit,
eral Reserve Bank. As per 31 CFR 203.15, thinclude bank checks, cashier's checks, expense
TT&L balance requires the bank to pledgechecks, interest checks, dividend payment checks,
collateral to secure these accounts, usually froreertified checks, money orders, and traveler's
its investment portfolio. The note option is notchecks. Official checks reflect the bank’s prom-
included in reserve requirement computatione to pay a specified sum upon presentation of
and is not subject to deposit insurance becausetiie bank’s check. Because accounts are con-
is classified as a demand note issued to the U.folled and reconciled by bank personnel, it is
Treasury, a type of borrowing. important that appropriate internal controls are
in place to ensure that account reconcilement is
segregated from check origination. Operational
inefficiencies, such as unrecorded checks that
POTENTIAL PROBLEM AREAS have been issued, can result in a significant
) ) understatement of the bank’s liabilities. Misuse
The following paragraphs discuss the types off official checks may result in substantial losses
deposit accounts and related activities that hagrough theft.
above_-av’erage risk and, therefore, require the cagh collateral, dealer differential or reserve,
examiner's special attention. undisbursed loan proceeds, and various loan
escrow accounts are also sources of potential
. loss. The risk lies in inefficiency or misuse if the
Bank-Controlled Deposit Accounts  accounts become overdrawn or if funds are
diverted for other purposes, such as the payment
Bank-controlled deposit accounts, such as susf principal or interest on bank loans. Funds
pense, official checks, cash collateral, dealefeposited to these accounts should be used only
reserves, and undisbursed loan proceeds, & their stated purposes.
used to perform many necessary banking func-
tions. However, the absence of sound adminis-
trative policies and adequate internal controls .
can cause significant loss to the bank. To ensufdfokered Deposits
that such accounts are properly administered
and controlled, the directorate must ensure thddrokered deposits represent funds the reporting
operating policies and procedures are in effediank obtains, directly or indirectly, by or through
that establish acceptable purpose and useny deposit broker for deposit into one or more
appropriate entries; controls over postingleposit accounts. Thus, brokered deposits include
entries; and the length of time an item mayboth those in which the entire beneficial interest
remain unrecorded, unposted, or outstanding a given bank deposit account or instrument is
Internal controls that limit employee access tdield by a single depositor and those in which the
bank-controlled accounts, determine the resporgieposit broker pools funds from more than one
sibility for frequency of reconcilement, discour-investor for deposit in a given bank deposit
age improper posting of items, and provide foaccount.
periodic internal supervisory review of account The Federal Deposit Insurance Act (FDIA)
activity are essential to efficient depositdefines “deposit broker” to mean “(A) any
administration. person engaged in the business of placing depos-
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Deposit Accounts

3000.1

its, or facilitating the placement of deposits, of
third parties with insured depository institutions
or the business of placing deposits with insured
depository institutions for the purpose of selling
interests in those deposits to third parties; and
(B) an agent or trustee who establishes a deposit
account to facilitate a business arrangement with
an insured depository institution to use the
proceeds of the account to fund a prearranged
loan.” Exceptions to this definition are allowed
for certain fiduciary relationships.

A small or medium-sized bank’s dependence
on the deposits of customers who reside outside
of or conduct their business outside of the
bank’s normal service area should be closely
monitored by the bank and analyzed by the
examiner. Such deposits may be the product of
personal relationships or good customer service;
however, large out-of-area deposits are some-
times attracted by liberal credit accommodations
or by offering significantly higher interest rates
than competitors offer. Deposit growth due to
liberal credit accommodations generally proves
costly in terms of the credit risks taken relative
to the benefits received from corresponding
deposits, which may be less stable. Banks out-
side dynamic metropolitan areas are limited in
growth because they usually can maintain stable
deposit growth only as a result of prudent
reinvestment in the bank’s service area. Deposit
development and retention policies should rec-
ognize the limits imposed by prudent competi-
tion and the bank’s service area.

Banking organizations have historically relied
to a limited extent upon funds obtained through
deposit brokers to supplement their traditional
funding sources. A concern regarding the activi-
ties of deposit brokers is that the ready avail-
ability of large amounts of funds through the
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Deposit Accounts 3000.1

issuance of insured obligations undercuts mas- a ratio of tier 1 capital to risk-weighted assets
ket discipline. of not less than 6 percent;

The use of brokered deposits by sound, wells a ratio of tier 1 capital to total book assets of
managed banks can play a legitimate role in not less than 5 percent; and
the asset/liability management of a bank and not been notified by their appropriate federa
enhance the efficiency of financial markets. banking agency that they are in a troublec
However, the use of brokered deposits can also condition.
contribute to the weakening of a bank by allow-
ing it to grow at an unmanageable or imprudent An undercapitalized institution fails to meet
pace and can exacerbate the condition of #ne minimum regulatory capital requirements se
troubled bank. by its federal regulatory agency. An adequatel

Large depositors and deposit brokers wittcapitalized institution is one that is neither
$100,000 or more to invest may divide theirwell-capitalized nor undercapitalized.
deposits into instruments in denominations of Section 29 of FDIA, as amended, also limits
less than $100,000. In these situations, repayhe rates of interest on deposits that may b
ment no longer depends solely on the financiadffered by insured depository institutions that
condition of the depository institution becauseare undercapitalized or adequately capitalizec
federal deposit insurance is available for deposand requires deposit brokers to notify the FDIC
its of less than $100,000. As a result, a banlof their status as a broker before soliciting o
regardless of its financial or managerial charaglacing deposits with an insured depository
teristics, could potentially engage in imprudeninstitution.
funding practices such as raising large amounts The FDIC'’s implementing rule further speci-
of volatile funds by purchasing brokeredfies that an insured depository institution (and it:
deposits. employees) would be considered to be a depos

To compensate for the high rates typicallybroker if it were to solicit deposits at more than
offered for brokered deposits, institutions hold-75 basis points over the prevailing rates (effec
ing them tend to seek assets that carry commetive yields) on deposits within the bank’s normal
surately high yields. These assets can oftemarket area, or above the “national rate” for
involve excessive credit risk or cause theleposits outside the normal market area. Th
bank to take on undue interest-rate risk througtnational rate” is 120 percent of the current
a mismatch in the maturity of assets andsield on similar maturity U.S. Treasury obliga-
liabilities. tions when considering insured (retail) deposits

In light of these concerns, certain restrictionsand 130 percent of the aforementioned yielc
on the use of brokered deposits were developesihen at least half of the deposits are uninsure
under section 301 of the Federal Deposit Insurdue to their size or nature (institutional).
ance Corporation Improvement Act of 1991 Each examination should include a review for
(FDICIA). Section 301 of FDICIA amended compliance with the FDIC's limitations on the
section 29 of FDIA to prohibit undercapitalized acceptance of brokered deposits and guideline
institutions from accepting funds obtained,on interest payments.
directly or indirectly, by or through any deposit The use of brokered deposits should b
broker for deposit into one or more deposireviewed during all on-site examinations, ever
accounts. Adequately capitalized institutions magor those institutions not subject to the FDIC's
accept such funds only if they first obtain arestrictions. In light of the potential risks accom-
waiver from the FDIC, while well-capitalized panying the use of brokered deposits, the exam
institutions may accept such funds withoutation should focus on the—
restriction.

The FDIC's regulation implementing sectione rate of growth and the credit quality of the
301 of FDICIA provides the definitions of well- loans or investments funded by brokerec
capitalized, adequately capitalized, and under- deposits;
capitalized institutions, which are tied to per-s corresponding quality of loan files, documen-
centages of leverage and risk-based capital.tation, and customer credit information;
Well-capitalized institutions have— « ability of bank management to adequately

evaluate and administer these credits an
+ a ratio of total capital to risk-weighted assets manage the resulting growth;
of not less than 10 percent; « degree of interest-rate risk involved in the
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3000.1 Deposit Accounts

funding activities and the existence of a posthe loss. Check kiting is illegal and all suspected
sible mismatch in the maturity or rate-or known check kiting operations should be
sensitivity of assets and liabilities; reported pursuant to established Federal Reserve
composition and stability of the deposit sourcegolicy. Banks should maintain internal controls
and the role of brokered deposits in the bank'$o preclude loss from kiting, and the examiner
overall funding position and strategy; and  should remember that in most cases kiting is not
effect of brokered deposits on the bank’'scovered under Blanket Bond Standard Form 24.
financial condition and whether or not the use

of brokered deposits constitutes an unsafe and

unsound banking practice. Delayed Disbursement Practices

In light of the preceding discussion, the . P
examiner should identify relevant concerns irf*though Regulation CC, Availability of Funds

the examination report when brokered deposi nd Collection of Checks, stipulates time frames
amount to 5 percent or more of the bank’s totzﬁ)r funds availability and return of items, delayed
disbursement practices (also known as remote

deposits. . h o
disbursement practices) can present certain risks,
especially concerning cashier's checks, which

o have next-day availability. Delayed disburse-

Check Kiting ment is a common cash management practice
that consists of arrangements designed to delay

Check kiting occurs when— the collection and final settlement of checks by

drawing checks on institutions located substan-
« a depositor with accounts at two or moretial distances from the payee or on institutions
banks draws checks against the uncollecteldcated outside the Federal Reserve cities when
balance at one bank to take advantage of thaternate and more efficient payment arrange-
float—that is, the time required for the bank ofments are available. Such practices deny deposi-
deposit to collect from the paying bank; andtors the availability of funds to the extent that
+ the depositor initiates the transaction with théunds could otherwise have been available ear-
knowledge that sufficient collected funds willlier. A check drawn on an institution remote
not be available to support the amount of thérom the payee often results in increased possi-
checks drawn on all of the accounts. bilities of check fraud and in higher processing
and transportation costs for return items.

The key to this deceptive practice, the most Delayed disbursement arrangements could
prevalent type of check fraud, is the ability togive rise to supervisory concerns because a bank
draw against uncollected funds. However, drawmay unknowingly incur significant credit risk
ing against uncollected funds in and of itselfthrough such arrangements. The remote location
does not necessarily indicate kiting. Kiting onlyof institutions offering delayed disbursement
occurs when the aggregate amount of drawingarrangements often increases the collection time
exceeds the sum of the collected balances in dibr checks by at least a day. The primary risk is
accounts. Nevertheless, since drawing againpaiyment against uncollected funds, which could
uncollected funds is the initial step in the kitingbe a method of extending unsecured credit to a
process, management should closely monitatepositor. Absent proper and complete docu-
this activity. The requirements of Regulationmentation regarding the creditworthiness of the
CC, Availability of Funds and Collection of depositor, paying items against uncollected funds
Checks, increased the risk of check kiting, andould be considered an unsafe or unsound bank-
should be addressed in a bank’s policies anithg practice. Furthermore, such loans, even if
procedures. properly documented, might exceed the bank’s

By allowing a borrower to draw againstlegal lending limit for loans to one customer.
uncollected funds, the bank is extending credit Examiners should routinely review a bank’s
that should be subject to an appropriate approvalractices in this area to ensure that such prac-
process. Accordingly, management shouldices are conducted prudently. If undue or
promptly investigate unusual or unauthorizedindocumented credit risk is disclosed or if
activity since the last bank to recognize checkending limits are exceeded, appropriate correc-
kiting and pay on the uncollected funds sufferdive action should be taken.
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Deposit Sweep Programs/Master Notenformation. When a sweep program is used a
Arrangements part of a funding strategy for a BHC or a
nonbank affiliate, examiners should ensure the

Deposit sweep programs/master note arrangI qg:ﬂgé r?tnrigjnnndel?g strategies are carried outin

ments (sweep programs) can be implemented oh
a bank level or on a parent bank holding
company (BHC) level. On a bank level, theseppplication of Deposit Proceeds
sweep programs exist primarily to facilitate cash
management needs of bank customers, therehy view of the extremely short-term maturity of
retaining customers who might otherwise movenost swept funds, banks and BHCs are expecte
their account to an entity offering higher yields.to exercise great care when investing the prc
On a BHC level, the sweep programs are maineeeds. Banks, from whom deposit funds ar
tained with customers at the bank level and thewept, have a fiduciary responsibility to their
funds are upstreamed to the parent as part of thgistomers to ensure that such transactions a
BHC's funding strategy. Sweep programs use asonducted properly. Appropriate uses of the
agreement with the bank’s deposit customergroceeds of deposit sweep funds are limited t
(typically corporate accounts) that permits thesshort-term bank obligations, short-term U.S.
customers to reinvest amounts in their deposgovernment securities, or other highly liquid,
accounts above a designated level in overnighitadily marketable, investment-grade assets th
obligations of the parent bank holding companycan be disposed of with minimal loss of princi-
another affiliate of the bank, or a third party.pal® In cases where deposit sweep funds ar
These obligations include such instruments agivested in U.S. government securities, apprc
commercial paper, program notes, and mast@friate agreements must be in place, require
note agreements. disclosures must be made, and daily confirma
The disclosure agreement regarding the salons must be provided to the customer in
of these types of nondeposit debt obligationgccordance with the requirements of the Gov
should include a statement indicating that thesernment Securities Act of 1986. Use of suct
instruments are not federally insured depositfroceeds to finance mismatched asset positior
or obligations of or guaranteed by an insureguch as those involving leases, loans, or loa
depository institution. In addition, banks andparticipations, can lead to liquidity problems
their subsidiaries that have issued or plan tand are not considered appropriate. The absen
issue nondeposit debt obligations should noef a clear ability to redeem overnight or
market or sell these instruments in any publi€xtremely short-term liabilities when they become
area of the bank where retail deposits arélue should generally be viewed as an unsafe ar
accepted, including any lobby area of the bankinsound banking activity.
This requirement exists to convey the impres-
sion or understanding that the purchase of su . .
obligations by retail depositors of the subsidiar;:)}Eundlng Strategies
bank can, in the event of default, result in losse
to individuals who believed they had acquire
federally insured or guaranteed obligations.

key principle underlying the Federal Reserve’s
supervision of banking organizations is that
BHCs operate in a way that promotes the

Bank Policies and Procedures 1. Some banking organizations have interpreted languac
in a 1987 letter signed by the Secretary of the Board a

. L . condoning funding practices that may not be consistent wit!
Banking organizations W|.th. SWeep PrograMsne principles set forth in a subsequent supervisory letter date
should have adequate policies, procedures, as@ptember 21, 1990, as well as with prior Board rulings. The

internal controls in place to ensure that thg987 letter involved a limited set of facts and circumstance:

activity is conducted in a manner consistent wittj'a pertained to a particular banking organization; it did nof
establish or revise Federal Reserve policies on the proper u.

safe and_sound bank_ing principles and in ACCOWF the proceeds of short-term funding sources. In any even
dance with all banking laws and regulationsbanking organizations should no longer rely on the 1987 lette
Bank policies and procedures should furtheto justify the manner in which they use the proceeds of swee

ensure that deposit customers participating in g°9rams Banking organizations employing sweep program
expected to ensure that these programs conform with tf

. . ar
sweep program are given proper disclosures ar})g‘?icies contained in this manual section.
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3000.1 Deposit Accounts

soundness of their subsidiary banks. BHCs are the follow-up by the bank when ordinary bank

expected to avoid funding strategies or practices mailings, such as account statements and
that could undermine public confidence in the advertising flyers, are returned to the bank
liquidity or stability of their banks. Any funding  because of changed addresses or other reasons
strategy should maintain an adequate degree offor failure to deliver.

liquidity at both the parent level and the subsid-

iary bank. Bank management should avoid, to

the extent possible, allowing sweep programs tEmponee Deposit Accounts

serve as a source of funds for inappropriate uses

at the BHC or at an affiliate. Concerns exist ingisiorically, examiners have discovered various

this regard because funding mismatches cafeqylarities and potential malfeasance through
exacerbate an otherwise manageable period pfyiew of employee deposit accounts. As a

financial stress and, in the extreme, underming,q i1 bank policy should establish standards
public confidence in a banking organization'sat segregate or specially encode employee
viability. accounts and encourage periodic internal super-
visory review. In light of these concerns, exam-

iners should review related bank procedures and
practices, taking appropriate measures when
warranted.

Funding Programs

In developing and carrying out funding pro-
grams, BHCs should give special attention to
the use of overnight or extremely short-term
liabilities, since a loss of confidence in theOverdrafts
issuing organization could lead to an immediate
funding problem. Thus BHCs relying on over-The size, frequency, and duration of deposit
night or extremely short-term funding sourcesiccount overdrafts are matters that should be
should maintain a sufficient level of superior-governed by bank policy and controlled by
quality assets that can be immediately liqui-2dequate internal controls, practices, and proce-
dated or converted to cash with minimal loss, aflures. Overdraft charges should be significant
least equal to the amount of those fundingnough to discourage abuse. Overdraft authority
sources. should be approved in the same manner as
lending authority and should never exceed the
employee’s lending authority. Systems for moni-
Dormant Accounts toring and reporting overdrafts should empha-
size a secondary level of administrative control
A dormant account is one in which customerthat is distinct from other lending functions so
originated activity has not occurred for a prede@ccount officers who are less than objective do
termined period of time. Because of this inac/0t allow influential customers to exploit their
tivity, dormant accounts are frequently the targepVerdraft privileges. An examiner should also
of malfeasance and should be carefully con?® @ware that Regulation O addresses the pay-
trolled by a bank. Bank management shouldnent of overdrafts to executive offlcers_ordlrec,-
establish standards that specifically outline th&rs of @ bank. It is the board of directors
bank’s policy for the effective control of dor- responsibility to review overdrafts as they would
mant accounts, addressing— any other extensmn of credit. In most cases,
overdrafts outstanding for more than 30 days,

. the types of deposit categories that could@cking mitigating circumstances, should be con-
contain dormant accounts, including demancSidered for charge-off.

savings, and official checks;

the length of time without customer-originated

activity that qualifies an account to be identi-Payable-Through Accounts

fied as dormant;

the controls exercised over the accounts andl payable-through account is an accommoda-
their signature cards, that is, prohibitingtion offered to a correspondent bank or other
release of funds by a single bank employeesustomer by a U.S. banking organization whereby
and drafts drawn against client subaccounts at the
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correspondent are paid upon presentation by ti@ero-Balance Accounts
U.S. banking institution. The subaccount holders
of the payable-through bank are generally nonZero-balance accounts (ZBAs) are deman
U.S. residents or owners of businesses locatetkposit accounts used by a bank’s corporat
outside of the United States. Usually the coneustomers through which checks or drafts ar
tract between the U.S. banking organization angkceived for either deposit or payment. The tota
the payable-through bank purports to create amount received on any particular day is offse
contractual relationship solely between the tway a corresponding debit or credit to the accoun
parties to the contract. Under the contract, theefore the close of business to maintain th
payable-through bank is responsible for screerbalance at or near zero. ZBAs enable a corpora
ing subaccount holders and maintaining adereasurer to effectively monitor cash receipts an
quate records with respect to such holders. Théisbursements. For example, as checks arriy
examiner should be aware of the potential effedfor payment, they are charged to a ZBA with the
of money laundering. understanding that funds to cover the check
will be deposited before the end of the bankinc
day. Several common methods used to cove

Public Funds checks include—

Public funds generally represent deposits of the Wiré transfers;

U.S. government, as well as state and politicad depository transfer checks, a bank-prepare

subdivisions, and typically require collateral in payment instrument used to transfer mone

the form of securities to be pledged against from a corporate account in one bank to

them. A bank’s reliance upon public funds can another bank;

cause potential liquidity concerns if the aggre® concentration accounts, a separate corpora

gate amount, as a percentage of total deposits, isdemand deposit account at the same bank usi

material relative to the bank’s asset/liability to cover deficits or channel surplus funds

management practices. Another factor that can relative to the ZBA; or

cause potential liquidity concerns relates to the extended settlement, a cash-manageme

volatile nature of these deposits. arrangement that does not require the corpc
This volatility occurs because the volume of 'ate customer to provide same-day funds fo

public funds normally fluctuates on a seasonal Payment of its checks.

basis due to timing differences between tax

collections and expenditures. A bank’s ability to Because checks are covered before the clo:

attract public funds is typically based upon theof business on the day they arrive, the bank’

government entity’s assessment of three kegxposure is not reflected in the financial state

points: ment. The bank, however, assumes risk b

~ paying against uncollected funds, thereby crea

* the safety and soundness of the institutiothg unsecured extensions of credit during the
with which the funds have been placed day (which is referred to as a daylight overdraf

« the yield on the funds being deposited between the account holder and the bank). |

« that such deposits are placed with a bank thdbese checks are not covered, an overdraft o

can provide or arrange the best banking sefurs, which will be reflected on the bank’s
vice at the least cost financial statement.

The absence of prudent safeguards and a la
Additionally, banks that offer competitive inter- of full knowledge of the creditworthiness of
est rates and provide collection, financial advithe depositor may expose the bank to large
sory, underwriting, and data processing servicasnwarranted, and unnecessary risks. Moreove
at competitive costs are frequently chosen athe magnitude of unsecured credit risk may
depositories. Public funds deposits acquireéxceed prudent limits. Examiners should rou
through political influence should be regarded ainely review cash management policies an
particularly volatile. As a result, an examinerprocedures to ensure that banks do not enga
should pay particular attention to assessing tha unsafe and unsound banking practices, mal
volatility of such funds in conjunction with the ing appropriate comments in the report of
review of liquidity. examination, as necessary.

Commercial Bank Examination Manual November 1996
Page 9



Deposit Accounts

Examination Objectives .
Effective date November 1995 Section 3000.2

1. To determine if the policies, practices, pro4. To determine the scope and adequacy of th
cedures, and internal controls regarding audit function.
deposit accounts are adequate. 5. To determine compliance with applicable
2. To determine if bank officers and employees laws and regulations.
are operating in conformance with the bank’ss. To initiate corrective action when policies,

established guidelines. practices, procedures, or internal controls ar
3. To evaluate the deposit structure and deter- deficient, or when violations of laws or
mine its characteristics and volatility. regulations are noted.
Commercial Bank Examination Manual November 1995
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Deposit Accounts

Examination Procedures
Effective date November 1993

Section 3000.3

1. Determine the scope of the examination of * Matured certificates of deposits with-

the deposit-taking function. In so doing,
consider the findings of prior examinations,
related work prepared by internal and
external auditors, deficiencies in internal
controls noted within other bank functions,
and the requirements of examiners assigned
to review the asset/liability management
and interest-rate risk aspects of the bank.

. If required by the scope, implement the
Deposit Accounts Internal Control
Questionnaire.

. Test the deposit function for compliance
with policies, procedures, and internal con-
trols in conjunction with performing the
remaining examination procedures. Also,
obtain a listing of any deficiencies noted in
the latest internal/external audit review and
determine if appropriate corrections have
been made.

. In conducting an examination, the examiner
should use available bank copies of print-
outs plus transactions journals, microfiche,
or other visual media to minimize expense
to the bank. However, if copies of these
reports are not available, the examiner
should determine and request the informa-
tion necessary to complete the examination
procedures.

Obtain or prepare, as applicable, the
reports indicated below, which are used for
a variety of purposes, including the
assessment of deposit volatility and liquidity,
adequacy of internal controls, verification
of information contained on required regu-
latory reports, and assessment of loss.

a. For demand deposits and other transac-
tion accounts:

* Trial balance;

* QOverdrafts;

« Unposted items;

« Nonsufficient funds (NSF) report;

» Dormant accounts;

* Public funds;

* Uncollected funds;

* Due to banks;

» Trust department funds;

Significant activity;
Suspected kiting report;

(o

o

out an automatic renewal feature; and
« Large balance report.
For official checks:
« Trial balance(s); and
« Exception list.
For savings accounts:
¢ Trial balance;
* Unposted items;
¢ Overdrafts;
» Dormant accounts;
* Public funds;
e Trust department funds; and
« Large balance report.

. For other time deposits:

 Trial balance(s);

« Large balance report;

* Unposted items;

 Public funds;

 Trust department funds; and
« Money market accounts.

. For certificates of deposit:

 Trial balance(s);

« Unposted items;

* Public funds;

* Certificates of $100,000 or more;

* Negotiable certificates of deposit;

< Maturity reports; and

» Matured certificates of deposit.

For deposit sweep programs/master not

arrangements:

« List individually by deposit type and
amount.

. For brokered deposits:

« List individually by deposit type,
including amount and rate.

. For bank-controlled accounts:

* Reconcilement records for all such
accounts;

* Names and extensions of individuals
authorized to make entries to such
accounts; and

* Name and phone extension of recon
cilement clerk(s).

For foreign currency deposits:

 List of accounts and currency type;
and

* Copy of the most recent Report of
Foreign Currency Deposits, form
FR 2915.

Commercial Bank Examination Manual
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Deposit Accounts: Examination Procedures

5. Review the reconcilement of all types of

deposit accounts and verify the balances to

department controls and the general ledger,

then—

a. determine if reconciliation items are
legitimate and if they clear within a
reasonable time frame; and

a. retain custody of all trial balances until
items outstanding are resolved.

. Review the reconciliation process for bank-

controlled accounts, such as official checks

and escrow deposits, by—

a determining if reconciling items are
legitimate and if they clear within a
reasonable time frame;

b. scanning activity in such accounts to
determine the potential for improper
diversion of funds for various uses, such
as—

* political contributions,

* loan payments (principal and interest),
or

* personal use; and

c. determine if checks are being processed
before their related credits.

. Review the bank’s operating procedures

and reconciliation process relative to sus-

pense accounts and determine if—

a. the disposition process of unidentified
items is completed in a timely fashion;

b. reports are generated periodically to
inform management of the type, age, and
amount of items in such accounts; and

c. employees responsible for clearing sus-
pense account items are not shifting the
items between accounts.

. Evaluate the effectiveness of the policies,

procedures, and management’s reporting

methods regarding overdrafts and drawings
against uncollected funds.

a. Concerning overdrafts, determine if—

« officer-approval limits have been
established; and

« aformal system of review and approval
is in effect.

b. Ascertain the existence of formal over-
draft protection, and, if it exists—

» obtain a master list of all depositors
with formal overdraft protection;

e obtain a trial balance indicating
advances outstanding and compare it
with the master list to ensure compli-
ance with approved limits;

 cross-reference the trial balance or

master list to examiner loan line sheets;
and

* review credit files on significant for-
mal agreements not cross-referenced
above.

c. Concerning drawings against uncol-
lected funds, determine if—

 the uncollected funds report reflects
balances as uncollected until they are
actually received;

* management is comparing reports of
significant changes in balances and
activity volume to uncollected funds
reports;

* management knows the reasons why a
depositor is frequently drawing against
uncollected funds;

a reporting system to inform senior
management of significant activity in
this area has been instituted; and
appropriate employees clearly under-
stand the mechanics of drawing against
uncollected funds and the risks
involved, especially in the area of
potential check kiting operations.

d. Upon completing steps 8.a., 8.b., and

8.c., the examiner should—

« cross-reference overdraft and uncol-
lected funds reports to examiner loan
line sheets;
review the credit files of depositors
with significant overdrafts, if avail-
able, or the credit files of depositors
who frequently draw significant
amounts against uncollected funds, for
those depositors not cross-referenced
in the preceding step;

* request management to charge-off over-

drafts deemed to be uncollectible by

examiners; and

submit a list of the following items to

the appropriate examiner:

— Overdrafts considered loss, indicat-
ing borrower and amount.

— Aggregate amounts overdrawn

30 days or more, for inclusion in

past-due statistics.

9. Review the bank’s deposit development and

retention policy, which is often included in

the funds management policy.

a. Determine if the policy addresses deposit
structure and related interest costs,
including the percentages of time depos-
its and demand deposits of—

* individuals,

March 1994
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3000.

10.

11.

« corporations, and
* public entities.

. Also determine if the policy requires

periodic reports to management compar-
ing the accuracy of projections with
results.

. Assess the reasonableness of the policy

and ensure that it is routinely reviewed
by management.

If a deposit sweep program/master note
arrangement exists, review the minutes of
the board of directors for approval of related
policies and procedures.

For banks with deposit sweep programs/
master note arrangements (sweep programs),
compare practices for adherence to ap-
proved policies and procedures, including a
review of—

a.

the purpose of the sweep program: is it
strictly a customer accommodation trans-
action, or is it intended to fund certain
assets at the holding company level or at
an affiliate? Review funding transactions
in light of liquidity and funding needs of
the banking organization by referring to
the manual section on asset/liability
management.

. the eligibility requirements used by the

bank to determine the types of customers

and accounts that may participate in a

sweep program, including—

e a list of customers participating in
sweep programs, with dollar amounts
of deposit funds swept on the date of
examination.

» the name of the recipient(s) of swept
funds and—

— if an affiliate of the bank, a sched-
ule of the instruments into which
the funds were swept, including
the effective maturity of these
instruments.

— if an unaffiliated third party, deter-
mine if the bank adequately evalu-
ates the third party’s financial
condition at least annually. Also,
verify if a fee is received by the
bank for the transaction, and if so,
that it is disclosed in customer
documentation.

. whether the proceeds of sweep programs

are invested only in short-term bank
obligations, short-term U.S. government
securities, or other highly liquid, readily
marketable, investment-grade assets that

can be disposed of with minimal loss of
principal.

. whether the bank and its subsidiaries

have issued or plan to issue nondeposi
debt obligations in any public area of the
bank where retail deposits are acceptec
including any lobby area of the bank.

. completed sweep program documents t

determine if—

» signed documents boldly disclose that
the instrument into which deposit funds
will be swept is not insured by the
FDIC and is not an obligation of, or
guaranteed by, the bank.

 proper authorization for the instrument
exists between the customer and ai
authorized representative of the bank.

e signed documents properly disclose

the name of the obligor and type of

instrument into which the depositor’s
funds will be swept. If funds are being
swept into U.S. government securities
held by the banking organization, ver-
ify that adequate confirmations are
provided to customers in accordance
with the Government Securities Act of
1986. (This act requires that all trans-
actions subject to a repurchase agree
ment be confirmed in writing at the
end of the day of initiation, and that
the confirmation confirms specific
securities. If any other securities are
substituted that result in a change of
issuer, maturity date, par amount, or
coupon rate, another confirmation mus
be issued at the end of the day during
which the substitution occurred.

Because the confirmation or safekeep

ing receipt must list specific securities,

“pooling” of securities for any type of

sweep program involving government

securities is not permitted. Addition-
ally, if funds are swept into other
instruments, similar confirmation pro-
cedures should be applied.)
conditions of the sweep program are
stated clearly, including the dollar
amount (minimum or maximum
amounts, and incremental amounts)
time frame of sweep, time of day
sweep transaction occurs, fees pay
able, transaction confirmation notice,
prepayment terms, and termination
notice.

e the length of any single transaction

Commercial Bank Examination Manual
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f. samples of advertisements (newspaper,

under sweep programs in effect has not
exceeded 270 days and the amount is
$25,000 or more (as stipulated by SEC
policy). Ongoing sweep program dis-

closures should occasionally be sent to

deposit, detailing maturities within the
next 30, 60, 90, 180, and 360 days.

. An assessment of the overall character-

istics and volatility of the deposit
structure.

the customer to ensure that the termd3. Analyze UBPR data on deposits and related
of the program are updated and the expense ratios and compare with peer group
customer understands the terms. norms to determine—

a. variations from the norm; and

b. trends in the deposit structure with

radio, and television spots, etc.) by the
bank for sweep programs to determine if
the advertisements—

* boldly disclose that the instrument into

respect to—
» growth patterns and
* shifts between deposit categories.

which deposit funds are swept is notl4. Assess the volatility and the composition of

insured by the FDIC and is not an
obligation of, or guaranteed by, the
bank.

« are not enclosed with insured deposit
statements mailed to customers.

. whether the sweep program has had a

negative effect on bank liquidity or has

the potential to undermine public confi-

dence in the bank. Also—

* review the bank’s fed funds and bor-
rowing activities to ascertain whether
borrowings appear high. If so, com-
pare the bank’s borrowing activity with
daily balances of aggregate sweep
transactions on selected dates to see if
a correlation exists.

« if sweep activity is significant, com-
pare the rates being paid on swept
deposits with the yields received on
the invested funds and with the rates
on other overnight funding instru-
ments, such as fed funds, to determine
if they are reasonable.

12. Forward the following to the examiner
assigned to asset/liability management:

a.

d.

e.

The amount of any deposit decline or
deposit increase anticipated by manage-
ment (the time period will be determined
by the examiner performing asset/liability
management).

. A listing by name and amount of any

depositor controlling more than 1 per-
cent of total deposits.

. A listing, if available, by name and

amount of any deposits held solely
because of premium rates paid (brokered
deposits).
The aggregate amount of brokered
deposits.
A maturity schedule of certificates of

the bank’s deposit structure.
a. Review the list of time certificates of

deposit of $100,000 or more, and related
management reports, including those on
brokered deposits, to determine—

« whether concentrations of maturing
deposits exist;

whether a concentration of deposits to
a single entity exists;

the aggregate dollar volume of accounts
of depositors outside the bank’s nor-
mal service area, if significant, and the
geographic area(s) from which any
significant volume emanates;

the aggregate dollar volume of CDs
with interest rates higher than current
publicly quoted rates within the
market;

whether the bank is paying current
market rates on CDs;

the dollar amount of brokered CDs, if
any; and

the dollar volume of deposits obtained
as a result of special promotions.

. Review public funds and the bank’s

method of acquiring such funds to assess
whether the bank uses competitive bid-
ding in setting the interest rate paid on
public deposits. If so, does the bank
consider variables in addition to rates
paid by competition in determining pric-
ing for bidding on public deposits?

. Review appropriate trial balances for all

other deposits (demand, savings, and
other time deposits) and/or management
reports that relate to large deposits for
individuals, partnerships, corporations,
and related deposit accounts to deter-
mine whether a deposit concentration
exists.

» Select, at a minimum, the 10 largest

March 1994
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accounts to determine if the retention

of those accounts depends on—

— criticizable loan relationships;

— liberal service accommodations,
such as permissive overdrafts and
drawings against uncollected funds;

— interbank correspondent relation-
ships;

— deposits obtained as a result of
special promotions; and

— a recognizable trend with respect
to—

« frequent significant balance
fluctuations,

» seasonal fluctuations, and

* nonseasonal increases or de-
creases in average balances.

d. Elicit management’'s comments to deter-
mine, to the extent possible—

the potential renewal of large CDs that
mature within the next 12 months;

if public fund deposits have been
obtained through political influence;

if a significant dollar volume of
accounts is concentrated in customers
engaged in a single business or indus-
try; and

if there is a significant dollar volume
of deposits of customers who do not
reside within the bank’s service area.

15. Obtain information on competitive pres-
sures and economic conditions from the
examiner responsible for the “Economic
Conditions and Competition” report sec-

16.

tion,

and evaluate that information, along

with current deposit trends, to estimate their

effect on the bank’s deposit structure.

Test for compliance with the applicable

laws and regulations listed below by per-

forming the following procedures:

a. Regulation O (12 CFR 215), Loans to
Executive Officers, Directors, and Prin-
cipal Shareholders of Member Banks:

Review the overdraft listing to ensure
that the bank has not paid an overdraft
on any account of an executive officer
or director, unless the payment is made
according to—

— a written, preauthorized, interest-
bearing extension of a credit plan
providing for a method of repay-
ment, or

— a written, preauthorized transfer
from another account of that exec-
utive officer or director.

Payment of inadvertent overdrafts in
an aggregate amount of $1,000 or les:
is not prohibited, provided the account
is not overdrawn more than five busi-
ness days and the executive officer o
director is charged the same fee
charged other customers in similar cir-
cumstances. Overdrafts are extension
of credit and must be included when
considering each insider’s lending
limits and other extensions of credit
restrictions, as well as the aggregate
lending limit for all outstanding exten-
sions of credit by the bank to all
insiders and their related interests.

b. 12 USC 1972(2), Loans to Executive
Officers, Directors, and Principal Share-
holders of Correspondent Banks:

* Review the overdraft listing to ensure
that no preferential overdrafts exist
from the bank under examination to
the executive officers, directors, or prin-
cipal shareholders of the correspon-
dent bank.

c. Section 22(e) of the Federal Reserve Ac
(12 USC 376), Interest on Deposits of
Directors, Officers, and Employees:

« Obtain a list of deposit accounts, with
account numbers, of directors, officers,
attorneys, and employees. Review the
accounts for any exceptions to stan-
dard policies on service charges anc
interest rates paid that would sugges
self-dealing or preferential treatment.

d. Sections 23A and 23B of the Federal
Reserve Act (12 USC 371c):

» Determine the existence of any over-
drawn affiliate accounts. If overdrawn
accounts are identified, review for com-
pliance with sections 23A and 23B of
the act.

e. Section 301 of the Federal Deposit
Insurance Corporation Improvement Act
of 1991:

e If the bank is undercapitalized, as
defined in the regulation implementing
section 301 of FDICIA, ensure that it
is not accepting brokered deposits.

« If the bank is only adequately capital-
ized, as defined in the regulation
implementing section 301 of FDICIA,
and is accepting brokered deposits
ensure that a waiver authorizing accep
tance of such deposits has beer
obtained from the FDIC and that the

Commercial Bank Examination Manual
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bank is in compliance with the interest
rate restrictions.

f. Regulation D (12 CFR 204), Reserve
Requirements of Depository Institutions:

» Review the accuracy of the deposit
data used in the bank’s reserve require-
ment calculation for the examination
date. In cases where a bank issues
nondeposit, uninsured obligations that
are classified as “deposits” in the
calculation of reserve requirements,
examiners should determine if these
items are properly categorized. Ascer-
tain that the TT&L remittance option
is included in the computations for
reserve requirements.

g. Regulation Q (12 CFR 217), Prohibition
Against Payment of Interest on Demand
Deposits: 17.
» Ensure that interest is not being paid

on the proceeds of nonautomatically
renewable matured certificates of
deposit held in demand depositl8.
accounts (as opposed to NOW accounts,
which permit the payment of interest).

h. 12 USC 501 and 18 USC 1004, False
Certification of Checks:

» Compare several certified checks by
date, amount, and purchaser with
depositors’ names appearing on uncol49.
lected funds and overdraft reports of
the same dates to determine that the
checks were certified against collected
funds.

i. Uniform Commercial Code 4-108, Bank-
ing Hours and Processing of Items:

* Determine the bank’s cut-off hour,
after which items received are
included in the processing for the next
“banking day,” to ensure that the cut-
off hour is not earlier than 2:00 p.m.

 If the bank’s cut-off hour is before
2:00 p.m., advise management that
failure to process items received
before a 2:00 p.m. cutoff may result in
civil liability for delayed handling of
those items.

j- Local escheat laws:

» Determine if the bank is adhering to
the local escheat laws with regard to
all forms of dormant deposits, includ-
ing official checks.

If applicable, determine if the bank is
appropriately monitoring and limiting the
foreign exchange risk associated with for-
eign currency deposits.

Discuss overall findings with bank manage-
ment and prepare report comments on—
a. policy deficiencies;

b. noncompliance with policies;

c. weaknesses in supervision and reporting;
d. violations of laws and regulations; and
e. possible conflicts of interest.

Update workpapers with any information
that will facilitate future examinations.

March 1994
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Deposit Accounts

Internal Control Questionnaire
Effective date November 1993

Section 3000.4

Review the bank’s internal controls, policies, *3.
practices, and procedures for demand and time
deposit accounts. The bank’s systems should be
documented in a complete and concise manner
and should include, where appropriate, narrative
descriptions, flowcharts, copies of forms used,*4.
and other pertinent information.

For large institutions and/or those institutions 5.
with individual demand and time deposit book-
keeping functions, the examiner should consider
administering this questionnaire separately for

Does the bank perform periodic invento-
ries of new account documents and CDs
and do the inventories include an account
ability of numbers issued out of sequence
or cancelled prior to issuance?

Are CDs signed by a properly authorized
individual?

Are new account applications and signa
ture cards reviewed by an officer?

each function, as applicable. CLOSING DEPOSIT ACCOUNTS

Questions pertain to both demand and time
deposits unless otherwise indicated. Negative 6.
responses to the questions in this section should
be explained, and additional procedures deemed
necessary should be discussed with the examiner-7.
in-charge. Items marked with an asterisk require
substantiation by observation or testing.

OPENING DEPOSIT ACCOUNTS

*1. Are new account documents prenum-
bered?
a. Are they issued in strict numerical
sequence? *10.
b. Are the opening of new accounts and
access to unused new account records
and certificate of deposit (CD) forms
handled by an employee who is not a
teller or who cannot make internal
entries to customer accounts or general
ledger?
*2. Does the institution have a written “know
your customer” policy? *11
a. Do new account applications require
sufficient information to clearly identify
the customer?
b. Are “starter” checks issued only after
verification of data on new transaction
account applications?

Are signature cards for closed account:
promptly pulled from the active account
file and placed in a closed file?

Are closed account lists prepared? If so
indicate the frequency .

8. Is the closed account list circulated to

appropriate management?

. Is verification of closed accounts, in the

form of statements of “goodwill” letters,
required? Are such letters mailed undel
the control of someone other than a tellel
or an individual who can make internal
entries to an account (such as a privats
banker or branch manager)?

For redeemed CDs:

a. Are they stamped paid?

b. Is disposition of proceeds documentec
to provide a permanent record as well
as to provide a clear audit trail?

. Are penalty calculations on CDs and
other time deposits redeemed prior
to maturity rechecked by a second
employee?

(2]

. Are matured CDs that are not automati-

cally renewable classified as demanc
deposits on the call report and on the
Report of Transaction Accounts, Other
Deposits and Vault Cash (FR 2900)?

c. Are checkbooks and statements maile® EPOSIT ACCOUNT RECORDS

only to the address of record? If not, is
a satisfactory explanation and descrip*12.
tion obtained for any other mailing
address (post office boxes, friend or
relative, etc.)?

d. Are employees responsible for opening
new accounts trained to screen deposi-
tors for signs of check kiting?

Does the institution have documentatior
supporting a current reconcilement of eact
deposit account category recorded on it
general ledger, including customer account
and bank-controlled accounts such a:
dealer reserves, escrow, Treasury tax an
loan, etc.? (Prepare separate workpape

Commercial Bank Examination Manual

March 1994
Page 1



3000.4

Deposit Accounts: Internal Control Questionnaire

*13.

*14.

*15.

*16.

*17.

*18.

*19.

*20.

21.

22.

for demand and time accounts listing each
account, date and frequency of reconcile-
ment, general ledger balance, subsidiary
ledger balance, adjustments, and unex-
plained differences.)

Are reconciliations performed by an indi-

vidual or group not directly engaged in*23.

accepting or preparing transactions or in

data entry to customers’ accounts? 24.

If the size of the institution precludes full
separation of duties between data entry

and reconcilement, are reconcilement25,

duties rotated on a formal basis, and is a
record maintained to support such action?
Are reconciliations reviewed by appropri-
ate independent management, especially
under circumstances where full separation
of duties is not evident?

Are periodic reports prepared for manage-
ment providing an aging of adjustments
and differences and detailing the status of

a. employees and officers?

b. directors?

c. the business interests of, or controlled
by, employees and officers?

d. the business interests of, or controlled
by, directors?

Are posting and check filing separated

from statement preparation?

Are statements mailed or delivered to all

customers as required by the bank’s

deposit account agreement?

Are customer transaction and interest state-

ments mailed in a controlled environment

that precludes any individual from receiv-

ing any statement not specifically autho-

rized by the customer or the institution’s

policy (for example, dormant accounts)?

significant adjustments and differences? DORMANT ACCOUNTS AND
Has management adequately addressed aRETURNED MAIL

significant and/or long outstanding adjust-

ments or differences?

Are the preparation of input and posting of

subsidiary demand deposit records per-

formed and/or adequately reviewed by
persons who do not also—

a. accept or generate transactions?

b. issue official checks and/or handle
funds-transfer transactions?

c. prepare or authorize internal entries
(return items, reversals, and direct
charges, such as loan payments)?

d. prepare supporting documents required
for disbursements from an account?

e. perform maintenance on the accounts,
such as change of address, stop pay-
ments, holds, etc.?

Are in-process, suspense, interoffice, and

other accounts related to deposit accounts

controlled or closely monitored by persons
who do not have posting or reconcilement
duties?

Are periodic reports prepared for manage-

ment on open items in suspense, in-

process, interoffice, and other deposit
accounts, and do the reports include aging
of items and the status of significant items?

If the bank’s bookkeeping system is not

automated, are deposit bookkeepers27.

rotated?
Does the bank segregate the deposit
account files of—

*26. Does the institution have formal policies

and procedures for the handling of custom-

ers’ transaction and interest statements

that are returned by the post office as
undeliverable? Does the policy—

a. require statements be periodically mailed
on dormant accounts? If so, how often?

b. prohibit the handling of such state-
ments by (1) the branch of account,
(2) account officer, and (3) other indi-
viduals with exclusive control of
accounts?

C. require positive action to follow up on
obtaining new addresses?

d. place statements and signature cards for
accounts for which contact cannot be
reestablished (the mail is returned more
than once or marked “deceased”) into a
controlled environment?

e. require the bank to change the address
on future statements to the department
of the bank (controlled environment)
designated to receive returned mail?

f. require a written request from the cus-
tomer and verification of the customer’s
signature before releasing an account
from the controlled environment?

Are accounts for which contact cannot be

reestablished and that do not reflect recent

activity removed from active files and
clearly classified as dormant?

March 1994
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3000.

*28.

*29.

Before returning a dormant account to
active status, are transactions reactivating
the account verified, and are independent

confirmations obtained directly from the*33.

customer?

Does transfer from dormant to active sta-
tus require approval of an officer who

cannot approve transactions on dormant
accounts?

INACTIVE ACCOUNTS

30. Are demand accounts that have been inac-

31.

HOLD MAIL

*32.

tive for one year and time accounts that
have been inactive for three years classi-
fied as inactive? If not, state the time,
period____ .

Does the bank periodically review the
inactive accounts to determine if they
should be placed in a dormant status, and
are decisions to keep such accounts in
active files documented?

Does the institution have a formal policy
and procedure for handling statements an
documents that a customer requests not t
be mailed but will be picked up at a,
location within the institution? Does the
policy—

a. require that statements will not be held
by an individual (an account officer,
branch manager, bookkeeper, etc.) who
could establish exclusive control over
entries to, and delivery of, statements,
for customer accounts?

b. discourage such arrangements and
grant them only after the customer
provides a satisfactory reason for the
arrangement?

. require the customer to sign a statement
describing the purpose of the request
and the proposed times for pickup, and
designate the individuals authorized to
pick up the statement?

d. require maintenance of signature cards
for individuals authorized to pick up

34.

37.

38.

39.

40.

41.

42.

officers and employees requiring spe-
cial attention unless it is part of the
formal “hold mail” function?

Is a central record maintained in a contro
area that does not originate entries tc
customers’ accounts, identifying each “hold
mail” arrangement, the designated loca-
tion for pickup, and the scheduled pickup
times? Does the control area—

a. maintain current signature cards of
individuals authorized to pick up
statements?

b. obtain signed receipts showing the dat
of pickup and compare the receipts to
the signature cards?

c. follow up on the status of statements
not picked up as scheduled?

Does management review activity in “hold
mail” accounts that have not been picked
up for extended periods of time (for exam-
ple, one year), and, where there is nc
activity, place the accounts in a dormant
status?

OVERDRAFTS

*35. Are officer overdraft authorization limits

formally established?

6. Does the bank require an authorized offi-

cer to approve overdrafts?

Is an overdraft listing prepared daily for
demand deposit and time transactior
accounts?

For banks processing overdrafts that ar
not automatically approved (“pay none”

system), is the nonsufficient funds report
circulated among bank officers?

Are overdraft listings circulated among
the officers?

Are the statements of accounts with large
overdrafts reviewed for irregularities?

Is a record of large overdrafts included in
the monthly report to the board of direc-
tors or its committee and does it include
the overdraft origination date?

Is there an established schedule of servic
charges?

statements and compare the authorized NCOLLECTED FUNDS

signatures to those who sign for state-
ments held for pickup?
e. prohibit the delivery of statements to

*43. Does the institution generate a daily repor

of drawings against uncollected funds for

Commercial Bank Examination Manual

March 1994
Page 3



3000.4

Deposit Accounts: Internal Control Questionnaire

*44.

*45.

demand deposits and time transaction

accounts?

a. Is the computation of uncollected funds 51.
positions based on reasonable check
collection criteria? 52.

b. Can the reports, or a separate account
activity report, reasonably be used to 53.
detect potential kiting conditions?

c. If reports are not generated for time
transaction accounts, is a system in
place to control drawings against uncol-
lected funds?

Do authorized officers review the uncol-
lected funds reports and approve drawings
against uncollected funds within estab-
lished limits?
Are accounts that frequently appear on the
uncollected funds and/or kite suspect
reports reviewed regardless of account
balances? (For example, accounts with
simultaneous large debits and credits can
reflect low balances.)

54.

*55.

OTHER MATTERS

*46.

*47.

*48.

*49.

*50.

Are account maintenance activities (changegg
of address, status changes, rate changes,
etc.) separated from data entry and recon-
ciling duties?

Do all internal entries other than service

charges require the approval of appropri-

ate supervisory personnel?

If not included in the internal/external

audit program, are employees’ and offic-

ers’ accounts, accounts of their businessg7
interests, and accounts controlled by them
periodically reviewed for unusual or pro-
hibited activity?

For unidentified deposits:

a. Are deposit slips kept under dual
control?

b. Is their disposition approved by an
appropriate officer?

For returned checks, unposted items, and

other rejects:

a. Are daily listings of such items
prepared?

b. Are all items reviewed daily and is
disposition of items required within a
reasonable time period? Indicate the 58.
time period .

c. Are reports prepared for management

showing items not disposed of within
the established time frames?

Are customers immediately notified in writ-

ing of deposit errors?

Does the bank require a customer’s signa-

ture for stop-payment orders?

For automatic transfer accounts:

a. Are procedures in effect that require
officer approval for transfers in excess
of the savings balance?

b. For nonautomated systems, are trans-
fers made by employees who do not
also handle cash, execute external funds
transfers, issue official checks singly, or
post subsidiary records?

For telephone transfer accounts:

a. Do depositors receive an individual
identification code for use in making
transfers?

b. Are transfers made by employees who
do not also handle cash, execute exter-
nal funds transfers, issue official checks
singly, or post subsidiary records?

If not included in the internal/external

audit program, are accrual balances for the

various types of deposits verified periodi-
cally by an authorized official? If so, how

often 7

. Are accounts with a “hold-balance” sta-

tus—those accounts on which court orders

have been placed, those pledged as secu-

rity to customers’ loans, those pending the
clearing of a large check, those where the
owner is deceased, and those where the
passhook has been lost—"“locked-out” for
transactions unless approved by appropri-
ate management?

For passbook accounts:

a. Do all entries to passbooks contain
teller identification?

b. Under a window-posting system, are
recording media and passbooks posted
simultaneously?

c. Are tellers prohibited from holding cus-
tomers’ savings passbooks?

d. If customers’ passbooks are held, are
they maintained under the institutions
“hold mail” program and kept under
dual control?

e. Are customers prohibited from with-
drawing funds without a passbook? If
not, state the policy.

For withdrawals from savings or other

time accounts:

a. Are withdrawal tickets cancelled daily?

March 1994
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3000.

59.

b. Are procedures in place to preclude
overdrafts?

c. Are procedures in effect to place and to
check for holds on withdrawals over a
stated amount? Indicate the amount

For signature cards on demand and time

accounts:

a. Are procedures in effect to guard against
the substitution of false signatures?
Describe the procedures.

b. Are signature cards stored to preclude
physical damage?

c. Are signatures compared for withdraw-*66.

als and cashed checks? Describe the
procedures.

OFFICIAL CHECKS, MONEY
ORDERS, AND CERTIFIED
CHECKS

*60. Are separate general ledger accounts main-

*67.
*61.

*62.

*63.

*64.

*65.

tained for each type of official check?

As to the types of checks issued:

a. Are multicopy checks and certified
check forms used? If not, are
detailed registers of disbursed checks
maintained?

b. Are all checks prenumbered and issue
in sequence?

b. is permanent evidence of reconcile-
ments maintained?

c. is there clear separation between pref
aration of checks, data entry, and
reconcilement?

d. are the reconcilements reviewed regu
larly by an authorized officer?

e. are reconcilement duties rotated on ¢
formal basis in institutions where size
precludes full separation of duties
between data entry and reconcilement’

f. are authorized signatures and endorse
ments checked by the filing clerk?

For supplies of official checks:

a. Are records of unissued official checks
maintained centrally and at each loca-
tion storing them?

b. Are periodic inventories of unissued
checks independently performed?

c. Do the inventories include a description
of all checks issued out of sequence?

d. If users are assigned a supply, is tha
supply replenished on a consignmen
basis?

Are procedures in effect to preclude certi-

fication of checks drawn against uncol-

lected funds?

REASURY TAX AND LOAN
CCOUNTS (TREASURY

c. Is check preparation and issuanc&!RCULAR 92)

separate from recordkeeping?

d. Is the signing of checks in advance 68. Do transfers from the remittance option

prohibited?
e. Do procedures prohibit issuance of a

check before the credit is processed? 69.

70.

Is the list authorizing bank personnel to
sign official checks kept current? Does the
list include changes in authorization limits,
delete employees who no longer work at

the bank, and indicate employees added t97

the list?
Are appropriate controls in effect over

check signing machines (if used) and cer- 7

tification stamps?

Are voided checks and certified check
forms promptly defaced and filed with
paid checks?

account to the Federal Reserve Bank occt
the next business day after deposit?

Is the remittance option included in the
computation of reserve requirements?
When the note option is used, do transfer
from the Treasury tax and loan (TT&L)
demand deposit account occur the nex
business day after deposit?

1. Has the TT&L account reconcilement

been completed in a timely manner anc
approved by a supervisor?

. Has adequate collateral been pledged t

secure the TT&L account?

If reconcilements are not part of the over-AUDIT

all deposit reconciliation function—

a. are outstanding checks listed and rec:73. Are deposit account activities audited on &

onciled regularly to the general ledger?
If so, how often ?

sufficiently frequent basis?

*74. Does the scope of the audit program
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require, and do audit records support, sSubCcONCLUSION
stantive testing or quantitative measure-
ments of deposit account activities that, at78. Does the foregoing information provide an

a minimum, include the matters set forth in adequate basis for evaluating internal con-
this questionnaire? trol in that deficiencies in areas not cov-
*75. Does the audit program include a compre- ered by this questionnaire do not signifi-
hensive confirmation program with cus- cantly impair any controls? Explain
tomers of each deposit category main- negative answers briefly, and indicate any
tained by the institution? additional examination procedures deemed

*76. Do audit department records support the necessary.
execution of the confirmation program,*79. Are internal controls adequate based on a
and do the records reflect satisfactory composite evaluation, as evidenced by
follow-up of responses and of requests  answers to the foregoing questions?
returned as undeliverable?

*77. Are audit and prior examination recom-
mendations for deposit account activities
appropriately addressed?
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Borrowed Funds _
Effective date November 1998 Section 3010.1

INTRODUCTION It is important to analyze each borrowing on
its own merit to determine its purpose, effective-

Borrowed funds are a common and practicahess, and stability. Some of the more frequent

method for banks of all sizes to meet customergised sources of borrowings are discussed beloy

needs and enhance banking operations. For the

purposes of this section, borrowings exclude

long-term subordinated debt such as capital

notes and debentures (discussed in “AssessmedadOMMON SOURCES OF

of Capital Adequacy,” section 3020.1). Borrow-BORROWINGS

ings may exist in a number of forms, both on a

direct and indirect basis. Common sources of

direct bank borrowings include Federal Homd=ederal Home Loan Bank Borrowings

Loan Bank credit lines, federal funds purchased,

loans from correspondent banks, repurchasthe Federal Home Loan Bank (FHLB) origi-

agreements, negotiable certificates of depositally served solely as a source of borrowings t«

and Federal Reserve discount-window borrowsavings and loan companies. With the imple

ings. These are discussed in some detail belounentation of the Financial Institutions Reform,

Other borrowings include bills payable to theRecovery, and Enforcement Act of 1989

Federal Reserve, interest-bearing demand notéSIRREA), FHLB’s lending capacity was

issued to the U.S. Treasury (the Treasury tax anekpanded to include banks.

loan note option account), mortgages payable, Compared with borrowings from the discount

due bills, and other types of borrowed securitiesvindow of the Reserve Banks, borrowings from

Indirect forms of borrowings include customerthe FHLB have fewer conditions. Both short-

paper rediscounted and assets sold with thterm and long-term borrowings, with maturities

bank’s endorsement or guarantee, or subject toranging from overnight to 30 years, are avail-

repurchase agreement. able to institutions at generally competitive
The primary reasons a bank may borrov\}nterest rates. The erXIbIIIty of the faCl'lty
include the following: enables bank management to use this source

funds for the purpose of asset/liability manage

« To meet the temporary or seasonal loan dfent and it allows management to secure
deposit withdrawal needs of its customers, ifavorable interest-rate spread. For example
the borrowing period is temporary and theFHLB borrowings may provide a lower-cost
bank is quickly restored to a position in whichalternative to the conventional deposit, particu
the quantity of its principal earning assets an¢f"!y in a highly competitive local market.
cash reserves is in proper relation to the Management should be capable of explainins

requirements of its normal deposit volume. h€ purpose of the borrowing transaction. The
borrowing transaction should then be analyze

* To meet large and unanticipated deposit withz, getermine whether the arrangement achieve
drawals that may arise during periods Ofe stated purpose or whether the borrowings ai
economic distress. The examiner should disy sign of liquidity deficiencies. Further, the
tinguish between *large and unanticipatedyorrowing agreement between the institutior
deposit withdrawals” and a predeterminablé;ng the FHLB should be reviewed to determine
contraction of deposits, such as the cessatiqfe asset collateralizing the borrowings and th
of activities in a resort community or the hhiengal risks presented by the agreement. |
withdrawal of funds on which the bank some instances, the borrowing agreement ma
received adequate prior withdrawal noticepoyide for collateralization by all assets not
Those situations should be met through amplﬁlready pledged for other purposes.

cash reserves and readily convertible assets o types of collateral necessary to obtain a
rather than borrowing. FHLB loan are residential mortgage loans an
To effectively manage liabilities. Generally, mortgage-backed securities. The composite ra
the effective use of this type of continuousing of an institution is a factor in both the
borrowing is limited to money-center or largeapproval for obtaining an FHLB loan and the
regional banks. level of collateral required.
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Federal Funds Purchased Repurchase Agreements

The day-to-day use of federal funds is a rathefhe terms “repurchase agreemenfrepo) and
common occurrence, and federal funds are cont€verse repurchase agreement” refer to a type
sidered an important money market instrumen®f transaction in which a money market partici-
Many regional and money-center banks, acting@nt acquires immediately available funds by
in the capacity of correspondents to smallepelling securities and simultaneously agreeing to
community banks, function as both providerdepurchase the securities after a specified time at

and purchasers of federal funds and, in th@ given price, which typically includes interest
process, often generate a small return. at an agreed-on rate. Such a transaction is called

A brief review of bank reserves is essential td* €P© when viewed fr_om the perspective of the
a discussion of the federal-funds market. As guppller of the securities (the borrower), and a
condition of membership in the Federal ReservESVErse repo or .matched sale/pgrchasg agree-
System, member banks are required to maintal ent Whe.” described from the point of view of
a portion of their deposits as reserves. Reserv e supplier Of. funds (the Iendfer). .
can take the form of vault cash and deposits in F_requently, instead of resorting to direct bor-
the Reserve Bank. The amount of these reservEgVN9S, a bank may sell assets to another bank

is not determined daily, but is computed on th&r SOme other party and simultar)gous_ly agree to
basis of the average level of deposits within théepur_chase t_h_e assets at a specified time or aft_er
“reserve period” ending each Wednesday. Certain conditions have been met. Bank securi-

Si ber banks d i ive int ties as well as loans are often sold under
Incé member banks do not receive INteresh, rchase agreements to generate temporary
on these reserves, banks prefer to keep exc&gg ying funds. These kind of agreements are

balances at a minimum to achieve the maximurBften used because the rate on this type of
utilization of funds. To accomplish this goal'borrowing is less than the rate on unsecured

banks carefully analyze and forecast their dail orrowings, such as federal funds purchased.

reserve position. Changes in the volume o The usual terms for sale of securities under a

.Lpépurchase agreement require that, after a stated

of degosnbflutl:(tu?tlons: I?e_posn Increases re_qu':?eriod of time, the seller repurchase the securi-
member banks 10 maintain More reserves, Colieg 4t 5 predetermined price or yield. A repo

versely, deposit decreases require less reserv%gmmonly includes a near-term maturity (over-

The most frequent type of federal-funds transnight or a few days) and is usually arranged in
action is unsecured, for one day, and repayablgrge-dollar amounts. The lender or buyer is
the following business day. The rate is usuallyentitled to receive compensation for use of the
determined by overall money market rates, afunds provided to its counterparty. The interest
well as by the available supply of and demanqate paid on a repo is negotiated based on the
for funds. In some instances, when the sellingates on the underlying securities. U.S. govern-
and buying relationship between two banks ignent and agency securities are the most com-
quite continuous, something similar to a line ofmon type of instruments sold under repurchase
credit may be established on a fUndS-aVai|abi|ithgreements’ since they are exemp’[ from reserve
basis. Although the most common federal-fundgequirements.
transaction is unsecured, the selling of funds can Aithough standard overnight and term repo
also be secured and for longer periods of timearrangements in Treasury and federally related
Agency-based federal-funds transactions arggency securities are most prevalent, market
discussed in “Bank Dealer Activities,” sec- participants sometimes alter various contract
tion 2030.1. provisions to accommodate specific investment
needs or to provide flexibility in the designation
of collateral. For example, some repo contracts
allow substitutions of the securities subject to
Loans from Correspondent Banks the repurchase commitment. These are called
Small and medium-sized banks often negotial
loans from their principal correspo_ndent banksfound in the Board’s November 1995 policy statement,
The loans are usually for short periods and mayzepurchase Agreements Between Depository Institutions
be secured or unsecured. and Securities Dealers and Others.”

1. Further discussion of repurchase agreements can be

November 1998 Commercial Bank Examination Manual
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“dollar repurchase agreements” (dollar rolls),nonbanking competitors. For booking purposes
and the initial seller’'s obligation is to repurchasea retail repo is a debt incurred by the issuing
securities that are substantially similar, but nobank that is collateralized by an interest in &
identical, to the securities originally sold. security that is either a direct obligation of or
Another common repo arrangement is called guaranteed as to principal and interest by th
“flex repo,” which, as implied by the name, U.S. government or an agency thereof. Reta
provides a flexible term to maturity. A flex reporepos are issued in amounts not exceedin
is a term agreement between a dealer and $100,000 for periods of less than 90 days. Witl
major customer in which the customer buyghe advent of money market certificates issue
securities from the dealer and may sell some dfy commercial banks, the popularity of the retail
them back before the final maturity date. repo declined.

Bank management should be aware of certain Both retail and large-denomination, whole-
considerations and potential risks of repurchassale repurchase agreements are in many respe
agreements, especially when entering into largeequivalent to short-term borrowings at marke
dollar-volume transactions with institutionalrates of interest. Therefore, banks engaging i
investors or brokers. Both parties in a term repeepurchase agreements should carefully evalua
arrangement are exposed to interest-rate risk. their interest-rate-risk exposure at various matu
is a fairly common practice to have the collateratity levels, formulate policy objectives in light
value of the underlying securities adjusted dailyf the institution’s entire asset and liability mix,
to reflect changes in market prices and to mairand adopt procedures to control mismatche
tain the agreed-on margin. Accordingly, if thebetween assets and liabilities. The degree t
market value of the repo securities declinesvhich a bank borrows through repurchase agret
appreciably, the borrower may be asked tonents also should be analyzed with respect to i
provide additional collateral. Conversely, if theliquidity needs, and contingency plans shoulc
market value of the securities rises substantiallyprovide for alternate sources of funds.
the lender may be required to return the excess
collateral to the borrower. If the value of the
underlying securities exceeds the price at whic
the repurchase agreement was sold, the ba

could be exposed to the risk of loss if the buyetertificates of deposit (CDs) have not beer

'.?htjsnﬁgll(ev;guﬁ)derg%;%l?sr}d ir:(:t?ggszhﬁ tsheecigt(':iﬁ'egally defined as borrowings and continue to b
y reflected as deposits for reporting purposes

rities are physically transferred to the 'nSt'tUt.'onHowever, the fundamental distinction between :

or broker with which the bank has entered 'm%egotiable money market CD as a deposit or a
the repurchase agreement. Moreover, if thg borrowing is nebulous at best; in fact, the

T e sy oo et Hegolble money marke CD (s videyreco
P p Y 9 nized as the primary borrowing vehicle for

cecuriies exceeds the price at which the seoLrf21y banks: Dependence on CDs as sources
P finds is discussed in “Deposit Accounts,” sec-

ties were originally sold under the repurchas
agreement. For this reason, banks should avo?&m 3000.1.

pledging excessive collateral and obtain suffi-

cient financial information on and analyze the ) )
financial condition of those institutions andFederal Reserve Discount-Window
brokers with whom they engage in repurchasBorrowings

transactions.

“Retail repurchase agreements” (retail repos) Federal Reserve credit, commonly referred to a
for a time were a popular vehicle for someborrowing from the "discount window," is gov-
commercial banks to raise short-term funds andrned by the provisions of Regulation A and is
compete with certain instruments offered byavailable to any depository institution that main-

tains reservable transaction accounts or nonpe
sonal time deposits. The January 2, 1998
"2 Further di ! ) Operating Circular No. 10 establishes the term

. Further discussion of retail repurchase agreements cgn . . .
be found in SR-82-25 (“Retail Repurchase Agreement (RetailOF discount-window borrowing at all Federal
Repo) Examination Guidelines,” April 16, 1982). Reserve offices. The availability of Federal

rfhlegotiable Certificates of Deposit
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Reserve credit is an important dimension othe institution’s investment portfolio (unless
general monetary policy and is a source ofhifts in the investment portfolio are related to
funding when other sources are not reasonablhort-term local municipal funding needs).
available. Discount-window borrowings provideFinally, Federal Reserve credit should not be
short-term funds, generally in the form of adjustsought to fund operations of the parent holding
ment credit, to help eligible institutions meetcompany or any other affiliates.
temporary requirements for funds or to cushion All loans advanced by the Reserve Bank must
more persistent outflows of funds while thebe secured to the satisfaction of the Reserve
institution makes an orderly adjustment of itsBank. Satisfactory collateral generally includes
balance sheet. For example, an institution may.S. government and federal-agency securities,
seek adjustment credit to meet an unexpecteghd if they are of acceptable quality, mortgage
loss of deposits or a surge of credit demands; tnotes covering one- to four-family residences;
avoid an overnight overdraft; or to meet liquid-state and local government securities; and busi-
ity needs due to forces beyond the immediataess, consumer, and other customer notes. Tra-
control of an institution, such as an internalditionally, collateral is held in the Reserve Bank
operating problem or a natural disaster. Adjustvault. However, under certain circumstances,
ment credit generally is available after alternaeollateral may be retained on the borrower’s
tive sources of credit (including special industrypremises under a borrower-in-custody arrange-
lenders) have been fully used or are not reasomaent, or it may be held on the borrower’s
ably available. Seasonal credit may be providegremises under the Reserve Bank’s exclusive
to help smaller depository institutions meetcustody and control in a field warehouse arrange-
regular longer-term needs for funds arising fronment. Collateral may also be held at the borrow-
a combination of expected or seasonal patterrisg institution’s correspondent or another third
of movement in deposits and loans. A third typeparty. All book-entry collateral must be held at
of borrowing, extended credit, is provided lesghe Federal Reserve Bank. Definitive collateral,
regularly to depository institutions when therenot in bearer form, must be properly assigned or
are exceptional circumstances or practicesndorsed.
involving a particular institution, or to institu-  The Reserve Bank does not discourage finan-
tions experiencing difficulty adjusting to chang-cial institutions from coming to the discount
ing money market conditions over a longefwindow for credit if they have a legitimate need.
period. As with adjustment credit, extendedHowever, if an institution begins borrowing
credit is available when similar assistance is naddjustment credit on a regular basis, Reserve
reasonably available from other sources. Bank officials will usually review the purpose of
To obtain funds from the discount window, the borrowings and encourage the institution to
the borrowing purpose must be sound. Thénitiate a program to eliminate the need for such
appropriateness of borrowing for short-term purborrowings. In any event, borrowing from the
poses is related to the circumstances confrontingiscount window does not typically indicate
the institution. While short-term adjustmentfinancial weakness and, as such, needs to be
credit can accommodate a broad range of funcinalyzed on a case-by-case basis. Reserve Banks
ing needs, there are various inappropriate reare limited in their lending discretion to institu-
sons for borrowing, including arbitrage and theions that are less than adequately capitalized or
substitution of Federal Reserve credit for othegssigned a composite “5” CAMELS rating.
reasonably available market sources of funds.
More specifically, borrowing would be inappro-
priate in the following situations: to take advan-
tage of a differential between the discount ratdtNTERNATIONAL BORROWINGS
and the rate for alternative sources of funds, to
substitute Federal Reserve credit for short-terrinternational borrowings may be direct or indi-
interest-sensitive funds normally acquired asect. Common forms of direct international bor-
part of the institution’s liability structure, or to rowings include loans and short-term call money
substitute Federal Reserve credit for capitafrom foreign banks, borrowings from the Export-
Additionally, it would be inappropriate to use Import Bank of the United States, and over-
discount-window credit to expand loans, rolldrawn nostro (due from foreign banks—demand)
over maturing securities which are not neededccounts. Indirect forms of borrowing include
for pledging purposes, or increase or restructuneotes and trade bills rediscounted with the
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central banks of various countries; notes, accembtain funds because the bank is having diffi
tances, import drafts, or trade bills sold with theculty obtaining access to conventional source
bank’s endorsement or guarantee; notes araf borrowings. These “brokered deposits” are
other obligations sold subject to repurchasesually associated with small banks since the
agreements; and acceptance pool participationdo not generally have ready access to alterna

sources of funds available to larger institutions

through the money and capital markets. Bro

ANALYZING BORROWINGS kered deposits generally carry higher interes
rates than alternate sources, and they tend to |

If a bank borrows extensively or in large particularly suscgptiblg to interest-rate change
amounts, the examiner should thoroughly andl the _overall financial mquet. For “further_
lyze the borrowing activity. An effective analy- dlscussmn" of brokered deposits, refer to “Deposi
sis includes a review of the bank’s reservé‘ccounts,” section 3000.1.

records, both required and maintained, to deter- Other indicators of deterioration in a bank’s
mine the frequency of deficiencies at the closingorrowing ability and overall creditworthiness
of reserve periods. The principal sources ofclude, but are not limited to, requests for
borrowings, range of amounts, frequency, lengtgollateral on previously unsecured credit lines o
of time indebted, cost, and reasons for théncreases in collateral margins, the payment c
borrowings should be explored. The actual usabove-market interest rates, or a shortening ¢
of the funds should be verified. maturities that is inconsistent with manage-

Examiners should also analyze changes in @ent’s articulated balance-sheet strategies.

bank’s borrowing position for signs of deterio- If the examiner finds that a bank’s borrowing
ration in its borrowing ability and overall cred- position is not properly managed, appropriate
itworthiness. One indication of deterioration iscomments should be included in the report o
the payment of large fees to money brokers texamination.
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Borrowed Funds

Examination Objectives .
Effective date May 1996 Section 3010.2

1. To determine if the policies, practices, pro4. To determine compliance with laws and
cedures, and internal controls for borrowed regulations.
funds are adequate. 5. To initiate corrective action when policies,
2. To determine if bank officers are operating in  practices, procedures, or internal controls ar
conformance with the established guidelines. deficient or when violations of laws or regu-
3. To determine the scope and adequacy of the lations have been noted.
audit function.

Commercial Bank Examination Manual May 1996
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Borrowed Funds

Examination Procedures
Effective date November 1998

Section 3010.3

1. If selected for implementation, complete or rowing agreements for indications of

update the Borrowed Funds section of the

Internal Control Questionnaire.

. Based on the evaluation of internal controls

and the work performed by the internal/

external auditors, determine the scope of the
examination.

. Test for compliance with policies, practices,

procedures, and internal controls in conjunc-

tion with performing the remaining exami-
nation procedures. Also obtain a listing of
any audit deficiencies noted in the latest
review done by internal/external auditors
from the examiner assigned to “Internal

Control” and determine if appropriate cor-

rections have been made.

. Obtain the listing of accounts related to

domestic and international borrowed funds

from the examiner assigned to “Examina-
tion Strategy.”

. Prepare or obtain a listing of borrowings, by

type, and—

a. agree or reconcile balances to depart-
ment controls and general ledger, and

b. review reconciling items for reason-
ableness.

. From consultation with the examiners

assigned to the various loan areas, deter-

mine that the following schedules were

reviewed in the lending departments and 9.

that there was no endorsement, guarantee,

or repurchase agreement which would
constitute a borrowing:

a. participations sold

b. loans sold in full since the preceding
examination

. Based on the information obtained in stepgg.

5 and and 6, and through observation and

discussion with management and other

examining personnel, determine that all bor-
rowings are properly reflected on the books

of the bank. 11.

. If the bank engages in any form of borrow-

ing which requires written borrowing

agreement(s), complete the following:

a. Prepare or update a carry-forward work-
paper describing the major terms of each
borrowing agreement, and determine that
the bank is complying with those terms.

b. Review terms of past and present bor-

deteriorating credit position by noting—

 recent substantive changes in borrow

ing agreements,

increases in collateral to support bor-

rowing transactions,

general shortening of maturities,

interest rates exceeding prevailing mar.

ket rates,
« frequent changes in lenders, and
« large fees paid to money brokers.

c. If the bank has obtained funds from
money brokers (brokered deposits),
determine—

« why such deposits were originally
obtained,

» who the deposits were obtained from,

* what the funds are used for,

the relative cost of brokered deposits

in comparison to alternate sources of

funds, and

the overall effect of the use of

brokered deposits on the bank’s con-

dition and whether there appear to be
any abuses related to the use of suc
deposits.

d. If there is an indication that the bank’s
credit position has deteriorated, ascertail
why.

If the bank engages in the issuance of reta

repurchase agreements (retail repos), che

for compliance with the disclosure require-
ments in the Federal Reserve Board’s Pol
icy Statement on the Issuance of Repur

chase Agreements, S-2457, April 13, 1982

(Federal Reserve Regulatory Service

3-1579).

Determine the purpose of each type o

borrowing and conclude whether the bank’s

borrowing posture is justified in light of
its financial condition and other relevant
circumstances.

Provide the examiner assigned to “Asset

Liability Management” the following

information:

a. A summary and an evaluation of the
bank’s borrowing policies, practices, and
procedures. The evaluation should give
consideration to whether the bank—

« evaluates interest-rate-risk exposure &
various maturity levels;

Commercial Bank Examination Manual
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3010.3

Borrowed Funds: Examination Procedures

12.

« formulates policy objectives in light of
the entire asset and liability mix, and
liquidity needs;

has adopted procedures to control mis-

matches between assets and liabilities;

and
» has contingency plans for alternatel3-
sources of funds in the event of a
run-off of current funding sources.

b. An evaluation of the bank’s adherence to
established policies and procedures.

c. A repricing maturity schedule of
borrowings.

d. A listing of prearranged federal funds
lines and other lines of credit. Indicate
the amount currently available under
those lines, i.e., the unused portion of the
lines.

e. The amount of any anticipated decline in
borrowings over the next
day period. (The time period will be
determined by the examiner assigned to
“Asset/Liability Management.”) 14.

Prepare a list of all borrowings by category,

on a daily basis for the period since thel5.

last examination. Also, include on the list
short-term or overnight money market
lending activities such as federal funds
sold and securities purchased under resale
agreement. For each category on the list,
compute for the period between
examinations—

a. high point

b. low point

c. average amounts outstanding

d. frequency of borrowing and lending activ-
ity, expressed in terms of number of days

Prepare, in appropriate report form, and

discuss with appropriate management—

a. the adequacy of written policies regard-
ing borrowings;

b. the manner in which bank officers are
operating in conformance with estab-
lished policy;

c. the existence of any unjustified borrow-
ing practices;

d. any violation of laws or regulations; and

e. recommended corrective action when
policies, practices, or procedures are
deficient; violations of laws or regula-
tions exist; or when unjustified borrow-
ing practices are being pursued.

Update the workpapers with any informa-

tion that will facilitate future examinations.

Review the market value of collateral and

collateral-control arrangements for repur-

chase agreements to ensure that excessive
collateral has not been pledged and that the
bank is not exposed to excessive credit

risks.

November 1998
Page 2
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Borrowed Funds

Internal Control Questionnaire
Effective date March 1984

Section 3010.4

Review the bank’s controls, policies, practices
and procedures for obtaining and servicing bor-
rowed funds. The bank’s system should be*4.
documented in a complete and concise manner
and should include, where appropriate, narrative
descriptions, flowcharts, copies of forms used
and other pertinent information. Items marked
with an asterisk require substantiation by obser-
vation or testing.

POLICY

c. Prepare all supporting documents
required for payment of debt?

Are subsidiary borrowed funds records

reconciled with the general ledger account:

at an interval consistent with borrowing

activity, and are the reconciling items

investigated by persons, who do not also

a. Handle cash?

b. Prepare or post to the subsidiary bor
rowed funds records?

INTEREST

1. Has the board of directors approved a
written policy which:
a. Outlines the objectives of bank
borrowings?

Describes the bank’s borrowing philos-

ophy relative to risk considerations,

i.e., leverage/growth, liquidity/income?

. Provides for risk diversification in terms
of staggered maturities rather than solely
on cost?

. Limits borrowings by amount outstand-
ing, specific type or total interest
expense?

. Limits or restricts execution of borrow-
ings by bank officers?

f. Provides a system of reporting require-
ments to monitor borrowing activity?

. Requires subsequent approval
transactions?

. Provides for review and revision of
established policy at least annually?

*5.

b.

of

10.
RECORDS

*2. Does the bank maintain subsidiary records
for each type of borrowing, including
proper identification of the obligee?

Is the preparation, addition and posting of
the subsidiary borrowed funds records per-
formed or adequately reviewed by persons11.
who do not also:

a. Handle cash?

b. Issue official checks and drafts?

*3.

Are individual interest computations
checked by persons who do not have
access to cash?

. Is an overall test of the total interest paic

made by persons who do not have acces
to cash?

. Are payees on the checks matched t

related records of debt, note or debentur
owners?

. Are corporate resolutions properly pre-

pared as required by creditors and ar
copies on file for reviewing personnel?

. Are monthly reports furnished to the board

of directors reflecting the activity of bor-
rowed funds, including amounts outstand-
ing, interest rates, interest paid to date an
anticipated future activity?

CONCLUSION

Is the foregoing information an adequate
basis for evaluating internal control in that
there are no significant deficiencies in
areas not covered in this questionnaire
that impair any controls? Explain negative
answers briefly, and indicate any addi-
tional examination procedures deemec
necessary.

Based on a composite evaluation, a
evidenced by answers to the foregoing
questions, internal control is considerec
(adequate/inadequate).
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Assessment of Capital Adequacy _
Effective date May 2000 Section 3020.1

INTRODUCTION The risk-based capital guidelines provide &
definition of capital and a framework for calcu-
Although both bank directors and bank regulatating risk-weighted assets by assigning asse
tors must look carefully at the quality of bankand off-balance-sheet items to broad categorie
assets and management and at the ability of th credit risk. A bank’s risk-based capital ratio is
bank to control costs, evaluate risks, and maircalculated by dividing its qualifying capital (the
tain proper liquidity, capital adequacy is the aresumerator of the ratio) by its risk-weighted
that triggers the most regulatory action, espeassets (the denominator). The definition o
cially in view of prompt corrective action. The qualifying capital is outlined below, as are the
primary function of capital is to support the procedures for calculating risk-weighted assets
bank’s operations, act as a cushion to absorb The major objectives of the risk-based capita
unanticipated losses and declines in asset valugsidelines are to make regulatory capital require
that could otherwise cause a bank to fail, angnents more sensitive to differences in credit-risl
provide protection to uninsured depositors angrofiles among banking organizations; to facto
debt holders in the event of liquidation. A off-balance-sheet exposures into the assessme
bank’s solvency promotes public confidence irof capital adequacy; to minimize disincentives
the bank and the banking system as a whole by holding liquid, low-risk assets; and to achieve
providing continued assurance that the bangreater consistency in the evaluation of the
will continue to honor its obligations and pro- capital adequacy of major banking organization:
vide banking services. By exposing stockholdworldwide.
ers to a larger percentage of any potential loss, The guidelines set forth minimum supervi-
higher capital levels also reduce the subsidgory capital standards that apply to all stat
provided to banks by the federal safety netmember banks on a consolidated basis. Mo:
Capital regulation is particularly important banks are expected to operate with capital level
because deposit insurance and other elementsaifove the minimum ratios. Banking organiza:
the federal safety net provide banks with ariions that are undertaking significant expansiol
incentive to increase their leverage beyondr that are exposed to high or unusual levels c
what the market—in the absence of depositarisk are expected to maintain capital well above
protection—would permit. Additionally, higher the minimum ratios; in such cases, the Feder:
capital levels can reduce the need for regulatoriReserve may specify a higher minimum require
supervision, lowering costs to the banking indusment. In addition, the risk-based capital ratio is
try and the government. used as a basis for categorizing institutions fo
The Federal Reserve uses two ratios to helpurposes of prompt corrective actién.
assess the capital adequacy of state membersFor most institutions, the risk-based capital
the risk-based capital ratio and the tier 1 leverratio focuses principally on broad categories o
age ratio. State member banks may also beredit risk, although the framework for assign-
subject to separate capital requirements imposeitlg assets and off-balance-sheet items to ris
by state banking supervisors. categories does incorporate elements of transf
risk, as well as limited instances of interest-rate
and market risk. The framework incorporates
risks arising from traditional banking activities
OVERVIEW OF THE RISK-BASED as well as risks arising from nontraditional
CAPITAL MEASURE FOR STATE activities. The ratio does not, however, incorpo:
MEMBER BANKS rate other factors that can affect an institution’s
financial condition. These factors include over-
The Federal Reserve's risk-based capital guidedl interest-rate exposure; liquidity, funding,
lines (the guidelines) focus principally on the
credit risk associated with the nature of banks”
on- and off-balance-sheet exposures and on thet. See section 4133.1, “Prompt Corrective Action.”
type and quality of banks’ capital. The informa- 2. Asmall n_umber of institutions is rgquired to holq capital
tion provided in this section should be used irio support thler exposure to marke} risk. Fo_r more informa-
. . . S . ion, see the “Market-Risk Measure” subsection below or the
conjunction with the guidelines, which are foundrederal Reserve’srading and Capital-Markets Activities
in Regulation H (12 CFR 208), appendix A.  Manual section 2110.1, “Capital Adequacy.”
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3020.1 Assessment of Capital Adequacy

and market risks; the quality and level of earnferred stock, and unrealized holding gains on
ings; investment, loan portfolio, and other con-qualifying equity securities.

centrations of credit; certain risks arising from Capital investments in unconsolidated bank-
nontraditional activities; the effectiveness ofing and finance subsidiaries and reciprocal hold-
loan and investment policies; and managementiags of other banking organizations’ capital

overall ability to monitor and control financial instruments are deducted from a bank’s capital.
and operating risks, including the risks pre-The sum of tier 1 and tier 2 capital less any
sented by concentrations of credit and nontraddeductions makes up total capital, which is the
tional activities. An overall assessment of capinumerator of the risk-based capital ratio.

tal adequacy must take into account these other

factors, including, in particular, the level and

severity of problem and classified assets as well
as a bank’s exposure to declines in the economRRISK WEIGHTING OF ON- AND

value of its capital due to changes in interesOFF-BALANCE-SHEET ITEMS

rates. For this reason, the final supervisory

judgment on a bank’s capital adequacy mayjach asset and off-balance-sheet item (referred
differ significantly from conclusions that might to collectively as claims) is assigned to one of

be drawn solely from the level of its risk-basedfour broad risk categories based on the per-
capital ratio. ceived credit risk of the obligor or, if relevant,

the guarantor or type of collateral. These risk

categories are assigned weights of 0 percent,
DEFINITION OF CAPITAL 20 percent, 50 percent, and 100 percent. The

standard risk category is 100 percent: The
For the purpose of risk-based capital, a bank’sajority of items fall into this category. The
total capital consists of two major componentsappropriate dollar value of the amount in each
“core capital elements” (which are included in category is multiplied by the risk weight asso-
tier 1 capital), and “supplementary capital ele<ciated with that category. The resulting weighted
ments” (which are included in tier 2 capital). To values for each of the risk categories are added
qualify as an element of tier 1 or tier 2 capital,together. The resulting sum is the bank’s total
a capital instrument must be unsecured and maisk-weighted assets and is the denominator of
not contain or be covered by any covenantghe risk-based capital ratio.
terms, or restrictions that are inconsistent with Off-balance-sheet items are incorporated into
safe and sound banking practices. the risk-based capital ratio through a two-step

Tier 1 capital is generally defined as the sunprocess. First, an on-balance-sheet “credit-
of core capital elements (common equity, includequivalent amount” is calculated generally by
ing capital stock, surplus, and undivided profitsmultiplying the face amount of the item by a
qualifying noncumulative perpetual preferredcredit-conversion factor. Most off-balance-sheet
stock; and minority interest in the equity accountiiems are assigned to one of the four credit-
of consolidated subsidiaries) less goodwillconversion factors, 0 percent, 20 percent, 50 per-
unrealized holding losses in the available-foreent, and 100 percent, which are intended to
sale equity portfolio, and other intangible assetgeflect the risk characteristics of the activity in
that do not qualify within capital, as well as anyterms of an on-balance-sheet equivalent. Once
investments in subsidiaries that the Federdhe credit-equivalent amount of the off-balance-
Reserve determines should be deducted frosheetitem is calculated, that amount generally is
tier 1 capital. Tier 1 capital elements represerthen categorized in the same manner as on-
the highest form of capital, namely, permanenbalance-sheet items, that is, by credit risk.
equity. For derivative contracts, the credit-equivalent
Tier 2 capital consists of a limited amount ofamount for each contract is determined by

the allowance for loan and lease losses, pemultiplying the notional principal amount of the
petual preferred stock that does not qualify founderlying contract by a credit-conversion fac-
inclusion in tier 1 capital, mandatory convertibletor and adding the resulting product (which is an
securities and other hybrid capital instrumentsgstimate of potential future exposure) to the
long-term preferred stock with an original termpositive mark-to-market value of the contract
of 20 years or more, and limited amounts oflwhich is the current exposure). A contract with
term subordinated debt, intermediate-term prea negative mark-to-market value is treated as

May 2000 Commercial Bank Examination Manual
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Assessment of Capital Adequacy 3020.1

having a current exposure of zero. Wherenent agencies, or U.S. government—Sponsore
appropriate, a bank may offset positive andgencies; and securities issued by multilaterz
negative mark-to-market values of derivativdending institutions or regional development
contracts entered into with a single counterpartipanks in which the U.S. government is a share
subject to a qualifying, legally enforceable,holder or contributing member. In order for a
bilateral netting arrangement. claim to be considered collateralized for risk-
As a general rule, if the terms of a claim carbased capital purposes, the underlying arrang
change, the claim should be assigned to the rigkents must provide that the claim will be
category appropriate to the highest risk optiorsecured by recognized collateral throughout it:
available under the terms of the claim. Forterm. A commitment may be considered collat-
example, in the instance of a collateralized loaeralized for risk-based capital purposes to thi
where the borrower has the option to withdrawextent that its terms provide that advances mac
the collateral before the loan is due, the loamnder the commitment will be secured through:
would be treated as an uncollateralized claim foout their term.
risk-based capital purposes. Similarly, a com- The extent to which qualifying securities are
mitment that can be drawn down in the form ofrecognized as collateral is determined by thei
a loan or a standby letter of credit would becyrrent market value. The full amount of a claim
treated as a commitment to make a standbr which a positive margin (that is, greater thar
letter of credit, the higher risk option avallableloo percent of the claim) of recognized collat-
under the terms of the commitment. eral is maintained daily may qualify for a
When an item may be assigned to more thag percent risk weight. The full amount of a claim
one category, that item generally is assigned tghat is 100 percent secured by recognized co
the lowest eligible risk category. For example, aateral may be assigned to the 20 percent ris
mortgage originated by the bank for which acategory. For partially secured obligations, the
100 percent Federal Housing Administrationsecured portion is assigned a 20 percent ris
guarantee has been obtained would be assign@@ight. Any unsecured portion is assigned the
the 20 percent risk weight appropriate to claimsisk weight appropriate for the obligor or guar-
conditionally guaranteed by a U.S. governmenéntor, if any. The extent to which an off-balance-
agency, rather than the 100 percent risk weighiheet item is secured by collateral is determine
appropriate to high loan-to-value single-familypy the degree to which the collateral covers the
mortgages. ) _ face amount of the item before it is converted tc
While the primary determinant of the risk 3 credit-equivalent amount and assigned to
category of a particular on-balance-sheet assgkk category. For derivative contracts, this

or off-balance-sheet credit-equivalent amount igetermination is made in relation to the credit-
the obligor, collateral or guarantees may be usegiyuivalent amount.

to a limited extent to assign an item to a lower The only guarantees that are recognized fc
risk category than would be available to th§iy hased capital purposes are those provide

obligor. by central or state and local governments of th

_The onI_y forms of co_IIateraI that are r€COg-oECD-based group of countries, U.S. govern
nized for risk-based capital purposes are cash ent agencies, U.S. governmént—sponsore

deposit in éheélenr?ing ban’klsecurities iss“edforhagencies, multilateral lending institutions or
goué':l(r:aDntse dy the cefntra gc_);ernsments of thesgional development banks in which the U.S. is
-based group of countriés).S. govern- 5 “ghareholder or contributing member, U.S

3. There is a limited exception to the rule that cash must be
on deposit in the lending bank to be recognized as collaterabk————
A bank participating in a syndicated credit secured by cash o@zech Republic, Denmark, Finland, France, Germany, Greec
deposit in the lead bank may treat its pro rata share of thelungary, Iceland, Ireland, Italy, Japan, Korea, Luxembourg
credit as collateralized, provided that it has a perfected interedexico, the Netherlands, New Zealand, Norway, Poland
in its pro rata share of the collateral. Portugal, Spain, Sweden, Switzerland, Turkey, the Unitec

4. The OECD-based group of countries comprises all fulKingdom, and the United States. Saudi Arabia has conclude
members of the Organization for Economic Cooperation andpecial lending arrangements with the IMF associated with th
Development (OECD), as well as countries that have conFund’s General Arrangements to Borrow. Any country that
cluded special lending arrangements with the Internationdias rescheduled its external sovereign debt within the prev
Monetary Fund (IMF) associated with the Fund's Generabus five years is not considered to be part of the OECD-base
Arrangements to Borrow. As of September 1998, the OECIyroup of countries for risk-based capital purposes. In April
countries were Australia, Austria, Belgium, Canada, thel994, Poland rescheduled its external sovereign debt.
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3020.1 Assessment of Capital Adequacy

depository institutions, and foreign banks. If arfound in Regulation H (12 CFR 208), appendix
obligation is partially guaranteed, the portionE. Under the market-risk rule, certain institu-
that is not fully covered is assigned the risktions with significant exposure to market risk
weight appropriate to the obligor or to anymust measure that risk using their internal
collateral. An obligation that is covered by twovalue-at-risk (VAR) measurement model and,
types of guarantees having different risk weightsubject to parameters in the market-risk rule,
is apportioned between the two risk categorielold sufficient levels of capital to cover the
appropriate to the guarantors. exposure. The market-risk rule applies to any
insured state member bank whose trading activ-
ity (the gross sum of its trading assets and
liabilities) equals (1) 10 percent or more of its
IMPLEMENTATION total assets or (2) $1 billion or more. On a
o . case-by-case basis, the Federal Reserve may
Banks are expected to meet a minimum ratio ofequire an institution that does not meet these
capital to risk-weighted assets of 8 percent, Witlriteria to comply with the market-risk rule if
at least 4 percent taking the form of tier line Federal Reserve deems it necessary for
capital. Banks that do not meet the minimunkafety-and-soundness reasons, or the Federal
risk-based capital ratios, or that are considerefiaseryve may exclude an institution that meets
to lack sufficient capital to support their activi-the criteria if the Federal Reserve deems such

ties, are expected to develop and implemendyciusion to be consistent with safe and sound
capital plans acceptable to the Federal Reserynking practices.

for achieving adequate levels of capitaBuch = rpo 114 hetrisk amendment is a supplement
plans should s_atlsfy the provisions of the gwdef the risk-based capital rules for credit risk; an

Ilnelngr establ;]shed arraggements_tthhaét the F?ﬂ? titution applying the market-risk rule remains

eral Reserve has agreed upon wi esignat bject to the requirements of the credit-risk
banks. In addition, such banks should avoi u

" including i d risk-taki les, but must adjust its risk-based capital ratio
any actions, including Increased rnsk-taking ok, yafect market risk. A bank that is applying the
unwarranted expansion, that would lower or

further erode their capital positions. In thes Mmarket-risk rule must hold capital to support its

cases, examiners are to review and comment xposure to two types of risk: (1). gen(_ara_l market
; . . : 8k arising from broad fluctuations in interest
banks’ capital plans and their progress in mee?'ates, equity prices, foreign-exchange rates, and
. A . commodity prices, including risk associated with
It is appropriate to include comments Ony gerivative positions; and (2) specific risk
risk-based capital in the open section of theyiging from changes in the market value of debt
examination report when assessing the bankg,y equity positions in the trading account due
capital adequacy. The bank should be encoufy t:tors other than broad market movements,
aged to establish capital levels and ratios th%cluding the credit risk of an instruments

are consistent with its overall financial profile.jc,er A bank's covered positions include all
Examiner comments should address the adg—

ing minimum risk-based capital requirements.

t the bank's pl d ading-account positions, as well as all foreign-
quacy of the bank’s plans and progress towargy change and commodity positions, whether or
meeting the relevant target ratios.

not they are in the trading account. For a
detailed description of the market-risk measure,
see the Federal Reserv&@mading and Capital-
MARKET_RISK MEASURE Markets Activities Manual section 2110.1,
“Capital Adequacy.”

In August 1996, the Federal Reserve amended

its risk-based capital framework to incorporate a

measure for market risk. The market-risk amend-

ment, also known as the market-risk rule, isDOCUMENTATION

Banks are expected to have adequate systems

5. Under the prompt-corrective-action framework, bank eoriclk. ;
that do not meet the minimum risk-based capital ratio arsén place to compute their risk-based capital

considered undercapitalized and must file capital-restoratioftios. Such systems should be sufficient to
plans that meet certain requirements. document the composition of the ratios for
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Assessment of Capital Adequacy 3020.1

regulatory reporting and other supervisory purCommon Stockholders’ Equity
poses. Generally, supporting documentation
will be expected to establish how banks trackCommon stockholders’ equity includes commor
and report their capital components and on- anstock; related surplus; and retained earning:
off-balance-sheet items that are assigned prefancluding capital reserves and adjustments fo
ential risk weights, that is, risk weights less tharthe cumulative effect of foreign-currency trans-
100 percent. Where a bank has inadequatation, net of any treasury stock. A capital
documentation to support its assignment of &strument that is not permanent or that ha
preferential risk weight to a given item, it maypreference with regard to liquidation or the
be necessary for examiners to assign an apprpayment of dividends is not deemed to be
priate higher weight to that item. Examiners ar&ommon stock, regardless of whether or not it i
expected to verify that banks are correctlycalled common stock. Other preferences ma
reporting the information requested on thealso call into question whether the capital instru.
Reports of Condition and Income, which arementis common stock. Close scrutiny should b
used in computing banks’ risk-based capitapaid to the terms of common-stock issues o
ratios. banks that have issued more than one class
common stock. If preference features are foun
in one of the classes, that class generally shoul

not be treated as common stock.
SELECTED SUPERVISORY

From a supervisory standpoint, it is desirable
ggLNgb[Ei'?ﬁuTclgo,&\:\?DFOR that voting common stockholders’ equity remair

the dominant form of tier 1 capital. Accordingly,
EVALUATING RISK-BASED the risk-based capital guidelines state that banl
CAPITAL should avoid overreliance on nonvoting equity

. . elements in tier 1 capital. Nonvoting equity
sidered in assessing the risk-based capital rati@ggckholders’ equity in cases where a bank ha
sis of these requirements and factors may havge other nonvoting. Alternatively, one class
a material impact on the amount of capital bankgnay have so-called super-voting rights entitling
must hold to appropriately support certainhe holder to substantially more votes per shar
activities for on- and off-balance-sheet ittmsnan the other class. In this case, the supe

with the guidelines. The I’equirementS and facthat the Voting power of the other shares i
tors to be considered relate to certain capitalffectively overwhelmed.

elements, capital adjustments, balance-sheet ) )

activities, off-balance-sheet activities, and the Banks that have nonvoting, or effectively
overall assessment of capital adequacy. TH&ONvoting, common equity and tier 1 perpetua
considerations to be taken into account for eachreferred stock in excess of their voting com-

of these items are discussed in the following fivdnon stock are clearly overrelying on nonvoting
subsections. equity elements in tier 1 capital. In such cases,

may be appropriate to reallocate some of thi
nonvoting equity elements from tier 1 capital to
tier 2 capital.

Capital Elements

This subsection discusses the characteristics of

the principal types of capital elements. It alscPerpetual Preferred Stock

covers terms and conditions that may disqualify

an instrument from inclusion in a particularThe risk-based capital guidelines define per
element of capital. If the terms and conditions opetual preferred stock as preferred stock that hz
a particular instrument cause uncertainty as too maturity date, cannot be redeemed at th
how the instrument should be treated for capitabption of the holder, and has no other provision:
purposes, it may be necessary to consult witthat will require future redemption of the issue.
Federal Reserve staff for a final determinationPerpetual preferred stock qualifies for inclusior
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in capital only if it can absorb losses while theor similar mechanisms, where, after a specified
issuer operates as a going concern and only fferiod, the dividend rate automatically increases
the issuer has the ability and legal right to defeto a level that could create an incentive for
or eliminate preferred dividends. the issuer to redeem the instrument. Perpetual
Perpetual preferred stock with a feature perpreferred stock with this type of feature could
mitting redemption at the option of the issuercause the issuing bank to be faced with the
may qualify for tier 1 or unlimited tier 2 capital higher dividend requirements at a future date
only if the redemption is subject to prior approvalwhen the bank may be experiencing financial
of the Federal Reserve. An issue that is converdifficulties; it is generally not includable in tier 1
ible at the option of the issuer into another issueapital.
of perpetual preferred stock or a lower form of Tragitional convertible perpetual preferred
capital, such as subordinated debt, is con&der%ck' which the holder can convert into a fixed
to be redeemable at the option of the issuefmper of common shares at a preset price,
Accordingly, such a conversion must be subject dinarily does not raise supervisory concerns
to prior Federal Reserve approval. and therefore generally qualifies as tier 1 capital,
_ Banks may include perpetual preferred stockqyiged that the stock is noncumulative.
in tier 1 capital only if the stock is noncumula- yoever, forms of preferred stock which the
tive. A noncumulative issue may not permit the,q|der must or can convert into common stock
accruing or payment of unpaid dividends in anyy; the market price prevailing at the time of
form, including the form of dividends payable in cyersion do raise supervisory concerns. Such
common stock. Perpetual preferred stock thaliefarred stock may be converted into an
calls forthg accum'ulation and future payme”,toncreasing number of common shares as the
unpaid dividends is deemed to be cumulative,,nk's condition deteriorates, and as the market
regardless of whether or not it is called Nonyyice of the common stock falls. The potential
cumulative, and is generally includable in tier 2conyersion of such preferred stock into common
capital. _ _ _stock could pose a threat of dilution to the
Perpetual preferred stock (including auctiongyisting common shareholders. The threat of
rate preferred) in which the dividend rate is resefjiytion could make the issuer reluctant to sell
periodically based, in whole or in part, upon théyeyy common stock or place the issuer under
bank’s flnan0|al_cond|t|or_1 or credit standing ISstrong market pressure to redeem or repurchase
excluded from tier 1 capital, but may generallyyhe convertible preferred. Such convertible pre-

be included in tier 2 capital. The obligation ferreqd stock should generally be excluded from
under such instruments to pay out higher divijo, 1 capital.

dends when a bank’s condition deteriorates is . )
inconsistent with the essential precept that capi- Perpetual preferred stock issues may include
tal should provide both strength- and lossOther provisions or pricing mechanisms that
absorption capacity to a bank during periods ofvould prowd_e significant incentives or pres-
adversity. sures for the issuer to redeem the stock for cash,

Ordinarily, fixed-rate preferred stock and tra-8SPecially at a time when the issuer is in a
ditional floating- or adjustable-rate preferred—Weakened financial condition. As a general mat-
where the dividend rate adjusts in relation tder anissue that contains such features would be
an independent index based solely on generdPeligible for tier 1 treatment.
market interest rates and that is in no way tied While no formal limit is placed on the amount
to the issuer's financial condition—do notof noncumulative perpetual preferred stock that
raise significant supervisory concerns, espemay be included in tier 1 capital, the guidelines
cially where the adjustable-rate instrument istate that banks should avoid overreliance on
accompanied by reasonable spreads and capeferred stock and other nonvoting equity ele-
rates. Such instruments may generally benents in tier 1 capital. A bank that includes in
included in tier 1 capital, provided that they aretier 1 capital perpetual preferred stock in an
noncumulative. amount in excess of its voting common stock is

Some preferred-stock issues incorporate ceclearly overrelying on perpetual preferred stock
tain features that raise serious questions aboint tier 1 capital. In such cases, it may be
whether these issues will truly serve as appropriate to reallocate the excess amount of
permanent, or even long-term, source of capitaperpetual preferred stock from tier 1 capital to
Such features include so-called exploding-ratéer 2 capital.
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Minority Interest in Equity Accounts of  of nonoperating subsidiaries. Furthermore, suc
Consolidated Subsidiaries minority interest may not be included in tier 2
capital unless a bank can conclusively prove the
Minority interest in equity accounts of consoli-the stock is unsecured. Even if the bank’s
dated subsidiaries is included in tier 1 capitahccountants have permitted the bank to accou
because, as a general rule, it represents equiiyr perpetual preferred stock issued through a
that is freely available to absorb losses irSPE as stock of the bank, rather than as minorit
operating subsidiaries. Banks are expected faterest in the equity accounts of a consolidate!
avoid using minority interest as an avenue fosubsidiary, the stock may not be included in
introducing elements that do not otherwisdier 1 capital and most likely is not includable in
qualify as tier 1 capital (such as cumulative ottier 2 capital.
auction-rate perpetual preferred stock) or that Banks may also use operating or nonopera
would, in effect, result in an excessive relianceng subsidiaries to issue subordinated debt. A
on preferred stock within tier 1 capital. If a bankwith perpetual preferred stock issued througt
uses minority interest in these ways, supervisorguch subsidiaries, a possibility exists that sucl
concerns may warrant reallocating some of thdebt is in effect secured and therefore no
bank’s minority interest in equity accounts ofincludable in capital.
consolidated subsidiaries from tier 1 to tier 2
capital.

Whenever a bank has included perpetughllowance for Loan and Lease Losses
preferred stock of an operating subsidiary in )
minority interest, a possibility exists that such!he allowance for loan and lease losses is
capital has been issued in excess of the subsitgServe that has been established through
iary’s needs for the purpose of raising cheapefharge against earnings to absorb anticipate
capital for the bank. Stock issued under thesBut not yet identified, losses on loans or lease
circumstances may, in substance if not in legdinancing receivables. The allowance exclude
form, be secured by the subsidiary’s assets. ﬁllocated_tran_sfer-r_lgk reserves ano_l reserves cr
the subsidiary fails, the outside preferred inves@t€d against identified losses. Neither of thes
tors would have a claim on the subsidiary’sWo types of reserves is includable in capital.
assets that is senior to the claim that the bank, dd'¢ amount of the allowance for loan and leas
a common shareholder, has on those asselgsses that is includable in tier 2 capital is
Therefore, as a general matter, issuances |fnited to 1.25 percent of risk-weighted assets
excess of a subsidiary’s needs do not qualify for
T e e 25, el et Unrealized Holding Gains (Losses)

; s ST n Securities Available for Sale
ered if the subsidiary on-lends significant

amounts of funds to the parent bank, is Unustry Financial Accounting Standards Board's
ally well capitalized, has cash flow in eXCeSSgiatement No. 115, “Accounting for Certain

of its operating “F.-‘eds'_ holds a .S‘igniﬁcanﬁnvestments in Debt and Equity Securities”
amount of assets with minimal credit risk (for ASB 115) created a new common stockhold
example, U.S. Treasury securities) that are n(g

; o . has | rs’ equity account known as “net unrealized
consistent with its operations, or has issue olding gains (losses) on securities available fo
preferred stock at aS|gn|f|cantIy Iower rate thar&ale." Although this equity account is consid-
the parent could obtain for a direct issue. _ered to be part of a bank's GAAP equity capital,

Some banks may use a nonoperating subsi

. ) ) ; Nis account should not be included in a bank:
iary or special-purpose entity (SPE) t0 iSSUgeqjatory capital calculations. There are excef
perpetual preferred stock to outside investorg;ng “however, to this rule. A bank that legally
Such a subsidiary may be set up offshore so g, 45 equity securities in its available-for-saie
bank can receive favorable tax treatment for thBortfonoﬁ may include up to 45 percent of the
dividends paid on the stock. In such arrange-
ments, a strong presumption exists that the stock—————

is, in effect, secured by the assets of the subsid-6- Although banks are generally not allowed to hold equity

; f ; ecurities except in lieu of debts previously contracted ant
iary. It has been agreed internationally that %ertain mutual fund holdings, some banks have grandfathere

ba_nk _m_ay not _indUde in its tier 1 capital holdings of equity securities in accordance with provisions ir
minority interest in the perpetual preferred stockhe National Bank Act passed in the 1930s.
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pretax net unrealized holding gains on thoséles includable as unlimited tier 2 capital. The
securities in tier 2 capital. These equity securiportion of such securities covered by dedica-
ties must be valued in accordance with generallfions should be included in capital as subordi-
accepted accounting principles and have readilyated debt, subject to amortization in the last
determinable fair values. Unrealized holdingfive years of its life and limited, together with
gains may not be included in tier 2 capital if theother subordinated debt and intermediate-term
Federal Reserve determines that the equityreferred stock, to 50 percent of tier 1 capital.
securities were not prudently valued. Moreoveri-or example, a bank has an outstanding equity
if a bank experiences unrealized holding lossesontract note for $1 million and issues $300,000
in its available-for-sale equity portfolio, theseof common stock, dedicating the proceeds to the
losses must be deducted from tier 1 capital. retirement of the note. The bank would include
the $300,000 of common stock in its tier 1
capital. The $700,000 of the equity contract note
Mandatory Convertible Debt Securities not covered by the dedication would be treated
as an unlimited element of the bank’s tier 2
Mandatory convertible debt securities are essegapital. The $300,000 of the note covered by the
tially subordinated debt securities that receiveledication would be treated as subordinated
special capital treatment because a bank haebt.
committed to repay the principal from proceeds In some cases, the indenture of a mandatory
obtained through the issuance of equity. Banksonvertible debt issue may require the bank to
may include such securities (net of any stoclset up segregated trust funds to hold the pro-
issued that has been dedicated to their retireeeds from the sale of equity securities dedi-
ment) in the form of equity contract notes or incated to pay off the principal of the manda-
the form of equity commitment notésssued tory convertibles at maturity. The portion of
before May 15, 1985, as unlimited elements ofnandatory convertible securities covered by
tier 2 capital, provided that the criteria set forththe amount of such segregated trust funds is
in 12 CFR 225, appendix B, are met. Consistertonsidered secured and may therefore not be
with these criteria, mandatory convertible notesncluded in capital. The maintenance of such
are subject to a maximum maturity of 12 yearsa separate segregated fund for the redemption
and a bank must receive Federal Reservef mandatory convertibles exceeds the require-
approval before redeeming (or repurchasingnents of 12 CFR 225, appendix B. Accord-
such securities prior to maturity. The terms ofingly, if a bank, with the agreement of the
the securities should note that such approval idebtholders, seeks regulatory approval to elimi-
required. nate the fund, such approval normally should be
If a bank has issued common or perpetuagiven _unless supervisory concerns warrant
preferred stock and dedicated the proceeds fherwise.
the retirement or redemption of mandatory con-
vertibles? the portion of mandatory convertibles
covered by the dedication no longer carries Subordinated Debt and Intermediate-Term
commitment to issue equity and is effectivelyPreferred Stock
rendered into ordinary subordinated debt.
Accordingly, the amount of the stock dedicatedl0 qualify as supplementary capital, subordi-

is netted from the amount of mandatory convertated debt and intermediate-term preferred
stock must have an original average maturity of

at least five years. The average maturity of an

7. Equity contract notes are debt securities that obligate th@bligation Wh(_)SE_ principal is repayable in
holder to take common or perpetual preferred stock foscheduled periodic payments (for example, a
repayment of principal. Equity commitment notes are redeemso-called serial-redemption issue) is the weighted

able only with the proceeds from the sale of common oravel,age of the maturities of all such scheduled
perpetual preferred stock.

8. Such a dedication generally must be made in the quarté‘?pa.yments-. If the holder has the option to
in which the new common or perpetual preferred stock igequire the issuer to redeem, repay, or repur-
issued. There are no restrictions on the actual use of thehase the instrument before the original stated

proceeds of dedicated stock. For example, stock issued undﬁ{aturit maturity is defined as the earliest
dividend reinvestment plans or issued to finance acquisitions Ys Yy

may be dedicated to the retirement of mandatory convertibl_@OSSibIe date on WhiCh_ the_ holder can I_OUt the
debt securities. instrument back to the issuing bank. This date
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may be much earlier than the instrument’s statetional borrowings in excess of a certain amount
maturity date. In the last five years before themay unduly restrict the day-to-day operations o
maturity of a limited-life instrument, the out- the bank. Other events of default, such a
standing amount includable in tier 2 capitalchange of control of the bank or disposal of &
must be discounted by 20 percent a year. Thieank subsidiary, may limit the flexibility of
aggregate amount of subordinated debt anghanagement or banking supervisors to work ot
intermediate-term preferred stock that may béhe problems of a troubled bank. Still other
included in tier 2 capital is limited to 50 percentevents of default, such as failure to maintair
of tier 1 capital. certain capital ratios or rates of return or to limit
Consistent with longstanding Federal Reservthe amount of nonperforming assets or charge
policy, a bank may not repay, redeem, or repureffs to a certain level, may be intended to allow
chase a subordinated debt issue without the prithe debtholder to be made whole before :
written approval of the Federal Reserve. Theleteriorating institution becomes truly troubled.
terms of the debt indenture should note thabebt issues that include any of these types c
such approval is required. The Federal Resenavents of default are not truly subordinated an
requires such approval to prevent a deterioratinghould not be included in capital. Likewise,
institution from redeeming capital at a timebanks should not include debt issues in capitz
when it needs to conserve its resources and tbat otherwise contain terms or covenants the
ensure that subordinated debtholders in a failingould adversely affect the liquidity of the issuer;
bank are not paid before depositors. unduly restrict management’s flexibility to run
Close scrutiny should be given to terms thathe organization, particularly in times of finan-
permit the holder to accelerate payment otial difficulty; or limit the regulator’s ability to
principal upon the occurrence of certain eventgesolve problem-bank situations.
The only acceleration clauses acceptable in a Debt issues, including mandatory convertible
subordinated debt issue included in tier 2 capitaecurities, where interest payments are tied t
are those that are triggered by the issuer'the financial condition of the borrower should
insolvency, that is, appointment of a receivergenerally not be included in capital. The interes
Terms that permit the holder to acceleratgpayments may be linked to the financial condi
payment of principal upon the occurrence ofion of an institution through various ways, such
other events jeopardize the subordination of thas (1) an auction-rate mechanism; (2) a prest
debt since such terms could permit debtholderschedule mandating interest-rate increases, eith
in a troubled institution to be paid out beforeas the credit rating of the bank declines or ove
the depositors. In addition, debt whose termghe passage of tim&or (3) a term that raises the
permit holders to accelerate payment of princiinterest rate if payment is not made in a timely
pal upon the occurrence of events other thafashion. These debt issues raise concerr
insolvency does not meet the minimum five-because as the financial condition of a banl
year maturity requirement for debt capitaldeclines, it faces ever-increasing payments o
instruments. Holders of such debt have the righits credit-sensitive subordinated debt at a tim:
to put the debt back to the issuer upon thevhen it most needs to conserve its resource
occurrence of the named events, which coul@hus, credit-sensitive debt does not provide
happen on a date well in advance of the debt'the support expected of a capital instrument t
stated maturity. an institution whose financial condition is
Close scrutiny should also be given to thedeteriorating; rather, the credit-sensitive featur:
terms of those debt issues where an event of
defau'.t is defined .more broadl.y than insolvency 9. Although payment on debt whose interest rate increase
or afailure to pay interest or principal when due gyer time may not on the surface appear to be directly linket
There is a strong possibility that such terms are the financial condition of the issuing bank, such deb
inconsistent with safe and sound banking pradsometimes referred to as expanding- or exploding-rate deb

: ; f s a strong potential to be credit sensitive in substance
tice, so the debt issue should not be include anks whose financial condition has strengthened are mot

in capital. Concern is heightened where Alilkely to be able to refinance the debt at a lower rate than tha
event of default gives the holder the right tomandated by the preset increase, whereas banks whose ct
accelerate payment of principal or where otheftlition has deteriorated are less likely to do so. Moreover, jus
borrowings exist that contain cross-default”he” these latter institutions would be in the most need o

- . conserving capital, they would be under strong pressure t
clauses. Some events of default, such as ISSUIRGeem the debt as an alternative to paying higher rates at

jumbo certificates of deposit or making addi-would therefore accelerate depletion of their resources.
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can accelerate depletion of the institution’shal valuation assumptions, including changes in
resources and increase the likelihood of defaufirepayment estimates or account attrition rates.
on the debt. While such terms may be acceptabExaminers should review both the book value
in perpetual preferred stock qualifying for tier 2and fair value assigned to these assets, as well as
capital, they are not acceptable in a capital-detsupporting documentation.
issue because a bank in a deteriorating financial
condition does not have the option available irCapital adjustmentsAll goodwill and nonquali-
equity issues of eliminating the higher payment$ying identifiable intangible assets must be
without going into default. deducted from a bank’s tier 1 capit&The only
When a bank has included subordinated detglentifiable intangible assets that are eligible to
issued by an operating or nonoperating subside included in—that is, not deducted from—a
iary in its capital, a possibility exists that thebank’s capital are MSAs, NMSAs, and PCCRs.
debt is in effect secured and, thus, not includabl&he total amount of servicing assets and PCCRs
in capital. Further details on arrangement¢hat may be included in a bank’s capital, in the
regarding a bank’s issuance of capital instruaggregate, may not exceed 100 percent of tier 1
ments through subsidiaries are discussed in @apital. The total amount of NMSAs and PCCRs
earlier subsection, “Minority Interest in Equity is subject to a separate aggregate sublimit of
Accounts of Consolidated Subsidiaries.” 25 percent of tier 1 capital.
Amounts of servicing assets and PCCRs in
excess of these limitations, as well as identifi-
able intangible assets, including core deposit

Capital Adjustments intangibles and favorable leaseholds, are to be
. deducted from a bank’s core capital elements in
Intangible Assets determining tier 1 capital. Identifiable intangible

. - assets (other than PMSRs and PCCRs) acquired
Review and monitoringin general, a bank on or pefore February 19, 1992, however, will
should review all its mtanglble assets at 'ea(sgéenerally not be deducted from capital for
quarﬁerly to adequately monitor their level an upervisory purposes, although they will con-
quality. The bank should adequately documeniy e to be deducted for applications purposes.

each intangible asset’'s original and current For purnoses of calculating limitations on
carrying amount, as well as the basis for the purp 9

amortization period, amortization method, angervicing assets and PCCRs, tier 1 capital is

any related adjustments. Carrying values shoul‘aenned as the sum of core capital elements, net

be reduced using appropriate amortization metf?—f goodwill, and net of all identifiable intangible

ods and prudent amortization periods. During itgssets other than servicing assets and PCCRs,

annual audit, a bank should reassess such valu g%irgtli%is gff Eiheefe?ra;s-; (;(qlgrsz(i,tsbultagre]fkc;remtge
and the supporting documentation, as well a ’ y

review the evidence of title to the intangibleelec.t tohdeQUct dls?llowed ser\_/lcmézj gsfsets cchn a
assets. The carrying amount of an intangiblﬁas.'ls. that |fs net o anly a_sl,_s_omate e _erreh_—tax
asset that exceeds its value to the institutio ability. Deferred-tax liabilities nett_ed In this
should be written down. Intangible assets that anner cannot also be netted against deferred-
are no longer of value to the institution should

be written off. The Federal Reserve may require,

on a case-by-case basis, an independent valua20. Negative goodwill is a liability and is therefore not

tion of a bank’s intangible assets. taken into account in the risk-based capital framework.
. Accordingly, a bank may not offset goodwill in order to
Banks must review the book value of allieqyce the amount of goodwill it must deduct from tier 1

intangible assets at least quarterly and makepital.
adjustments to these values as necessary. Thél. Purchased mortgage-servicing rights (PMSRs) no longer

fair value of mortgage-servicing assets (MSAS)eX'St. gnder the most recent accounting _rules'that apply' to
ervicing of assets. Under these rules (Financial Accounting

nonmortgage-setrvicing assets (NMSAs, and cokandards Board statements No. 122, “Accounting for Mort-
lectively with MSAs, servicing assets), andgage Servicing Rights,” and No. 125, “Accounting for Trans-
purchased credit-card relationships (PCCRdgrs and Servicing of Financial Assets and Extinguishments of

must also be determined at least quarter! Thilg'abilities”), organizations are required to recognize separate
a Y- Servicing assets (or liabilities) for the contractual obligation to

de_termination of fai_r \{a_llue should iI?‘C“Jc_ie_service financial assets that entities have either sold or
adjustments for any significant changes in origisecuritized with servicing retained.
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tax assets when determining the amount afisallowed deferred-tax assets are subtracte
deferred-tax assets that are dependent on futuirem tier 1 capital and from risk-weighted assets
taxable income. The amount of eligible servic-

ing assets and PCCRs that a bank may include irﬁvestments in Unconsolidated Banking

capital is further limited to the lesser of 90 per . v
cent of their fair value, or 100 percent of their%ﬂ%sﬁé?gﬁgg Subsidiaries and Other

book value, as adjusted for capital purposes i
accordance with the instructions in the commer-

cial bank Consolidated Report of Condition anGGeneraIIy, debt and equity capital investment

ncome (cal repo). I boh he appcaton of 7, Y T TSNS oeried 0 be oot
the limits on eligible intangible assets and the?rie§2 are to be deductedgfrom the consolidate
adjustment of the balance-sheet amount focapital of the parent bank, regardless of whethe

e o s Da oS ber$h¢ nesment s made b e parent bank or
pitat, irect or indirect subsidiaries.Fifty percent of

only the greater of the two amounts from its corg . h
f . o . . he investment is to be deducted from tier 1
capital elements in determining tier 1 capital. capital and 50 percent from tier 2 capital. In

Consistent with longstanding Federal Reservgsses where tier 2 capital is not sufficient tc
policy, banks experiencing substantial growthgpsorh the portion (50 percent) of the invest
whether internally or by acquisition, are expectegheant allocated to it, the remainder (up to 100 per
to maintain strong capital positions substantiall;eent) is to be deducted from tier 1 capital.
above minimum supervisory levels, without sig- - Advances to banking and finance subsidiarie
nificant reliance on intangible assets. An arrangfhat is, loans, extensions of credit, guarantee
ment whereby a bank enters into a licensing okommitments, or any other credit exposures) nc
leasing agreement or similar transaction to avoidgnsidered as capital are included in risk
booking an intangible asset should be subject tgejghted assets at the 100 percent risk weig
particularly close scrutiny. Normally, suchypjess recognized collateral or guarantees di
arrangements will be dealt with by adjusting thg ;e weighting at a lower percentage). Howevel
bank’s capital calculation in an appropriate mang,ch advances may be deducted from the pare
ner. In making an overall assessment of a bankissnk’s consolidated capital where examiner
capital adequacy for applications purposes, thg,q that the risks associated with the advance
institution’s quality and composition of capital are similar to the risks associated with capita
are considered together with its holdings Ofnyestments, or if such advances possess ris
tangible and intangible assets. factors that warrant an adjustment to capital fo

supervisory purposes. These risk factors coul
include the absence of collateral support or th
Disallowed Deferred-Tax Assets clear intention_of banks to gll_ovy the advances t
serve as capital to subsidiaries regardless

In response to the Financial Accounting Stanform.

dards Board's Statement No. 109, “Accounting _Although the Federal Reserve does not autc
for Income Taxes” (FASB 109), the Federalmatically deduct investments in other unconsoli
Reserve adopted a limit on the amount of certai ated subsidiaries or investments in joint ven

deferred-tax assets that may be included in (th&¢res and associated comparii¢ghe level and
is, not deducted from) tier 1 capital for risk-

based and leverage capital purposes. S — ) S ]
12. A banking and finance subsidiary is generally definec
Under the_ rule_, defe_rre(_j'tax assets that cagy any company engaged in banking or finance in which th
only be realized if an institution earns taxablearent organization holds directly or indirectly more than
income in the future are limited for regulatory50 percent of the outstanding voting stock, or which is
capital purposes to the amount that the instituqthenmise controlled or capable of being controlled by the
. . s parent organization.
tion expects to realize within one ye.ar of the 13. An exception to this deduction is to be made in the cas
quarter-end report date—based on its proje®f shares acquired in the regular course of securing o
tion of taxable income—or 10 percent of tier 1collecting a debt previously contracted in good faith.

capital, whichever is less. Deferred-tax assets 14 The definition of such entities is contained in the
instructions to the call report. Associated companies and join

that can be realized from taxes pi_iid_ in Priokentres are generally defined as companies in which the bar
carry-back years are generally not limited. Th&wns 20 to 50 percent of the voting stock.
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nature of such investments should be closelBalance-Sheet Activities
monitored. Resources invested in these entities
support assets that are not consolidated with tHglaims on, and Claims Guaranteed by,
rest of the bank and therefore may not béDECD Central Governments
generally available to support additional lever-
age or absorb losses of affiliated institutionsThe risk-based capital guidelines assign a zero
Close monitoring is also necessary, as experpercent risk weight to all direct claims (includ-
ence has shown that banks often stand behirdg securities, loans, and leases) on the central
the losses of affiliated institutions in order togovernments of the OECD-based group of coun-
protect the reputation of the organization as #ies and U.S. government agencies. Generally,
whole. In some cases, this has led to lossdge only direct claims banks have on the U.S.
that have exceeded the investments in sugovernment and its agencies take the form of
entities. Treasury securities. Zero-coupon, that is, single-
Accordingly, for risk-based capital purposespayment, Treasury securities trading under the
a bank may be required, on a case-by-case basi$S- Treasury’s Separately Traded Registered
to (1) deduct such investments from total capilnterest and Principal (STRIP) program are
tal; (2) apply an appropriate risk-weighted charg@ssigned to the zero percent risk category. A
against the bank’s pro rata share of the asse$§curity that has been stripped by a private-
of the affiliated entity; (3) consolidate the entitySector entity, such as a brokerage firm, is con-
on a line-by-line basis; or (4) operate with asidered an obligation of that entity and is
risk-based capital ratio above the minimumaccordingly assigned to the 100 percent risk
In determining the appropriate capital treatmengategory.
for such actions, the Federal Reserve will Claims that are directly and unconditionally
generally take into account whether (1) the banguaranteed by an OECD-based central govern-
has significant influence over the financial oment or a U.S. government agency are also
managerial policies or operations of the affili-assigned to the zero percent risk category. Claims
ated entity, (2) the bank is the largest investor ithat are directly but conditionally guaranteed are
the entity, or (3) other circumstances prevaibssigned to the 20 percent risk category. A claim
(such as the existence of significant guarans considered to be conditionally guaranteed by
tees from the bank) that appear to closely ti@ central government if the validity of the
the activities of the affiliated company to theguarantee is dependent upon some affirmative
bank. action by the holder or a third party. Generally,
securities guaranteed by the U.S. government or
its agencies that are actively traded in financial
markets are considered to be unconditionally
Reciprocal Holdings of Banking guaranteed. These include Government National
Organizations’ Capital Instruments Mortgage Association (GNMA or Ginnie Mae)
and Small Business Administration (SBA) secu-
Reciprocal holdings are intentional crossities.
holdings resulting from for_mal or |_nfor_mal A limited number of U.S. government agency—
arrangements between banking organizations ,aranteed loans are deemed to be uncondition-
swap or exchange each other's capital instrigly guaranteed and can be assigned to the zero
ments. Such holdings of other banking organipercent risk category. These include most loans
zations’ capital instruments are to be deductegyaranteed by the Export-Import Bank (Exim-
from the total capital of an organization for thepank)is |oans guaranteed by the U.S. Agency
purpose of determining the total risk-baseqor |nternational Development (AID) under its
capital ’ratlo._HoIqlngs of other banking organi-joysing Guaranty Loan Program, SBA loans
zations capital instruments taken in Sat'SfaCSubject to a secondary participation guaranty in
tion of debts previously contracted or that conyccordance with SBA form 1086, and Farmers

stitute stake-out investments that comply withyome Administration (FmHA) loans subject to
the Federal Reserve’s policy statement on non-

voting equity investments (12 CFR 225.143)

are not deemed to be intentional cross-holdlngs 15. Loans guaranteed under Eximbank’s Working Capital
and are therefore not deducted from a bank'g,arantee Program, however, receive a 20 percent risk

capital. weight.
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an assignment guaranty agreement in accoen, or guaranteed by, such agencies are assign
dance with FmHA form 449-36. to the 20 percent risk category. U.S. government
Apart from the exceptions noted in the pre-sponsored agencies include, but are not limite
ceding paragraph, loans guaranteed by the U.8&, the College Construction Loan Insurance
government or its agencies are considered to bssociation, Farm Credit Administration, Fed-
conditionally guaranteed. The guaranteed poeral Agricultural Mortgage Corporation, Federal
tion of such loans is assigned to the 20 perceiome Loan Bank System, Federal Home Loal
risk category. These include, but are not limitedviortgage Corporation (FHLMC or Freddie
to, loans guaranteed by the Commodity CrediMac), Federal National Mortgage Association
Corporation (CCC), the Federal Housing(FNMA or Fannie Mae), Financing Corporation
Administration (FHA), the Overseas Private(FICO), Postal Service, Resolution Funding Cor
Investment Corporation (OPIC), the Departmenporation (REFCORP), Student Loan Marketing
of Veterans Affairs (VA), and, except as indi- Association (SLMA or Sallie Mae), Smithso-
cated above, the FmHA and SBA. Loan guaranmian Institution, and Tennessee Valley Authority
tees offered by OPIC often guarantee againgTVA).
political risk. However, only that portion of a
loan guaranteed by OPIC against commercial or
credit risk may receive a preferential 20 percenMortgage-Backed Securities
risk weight. The portion of government trust
certificates issued to provide funds for the refiFor risk-based capital purposes, mortgage
nancing of foreign military sales loans made bybacked securities (MBSs), including pass:
the Federal Financing Bank or the Defenséhroughs, collateralized mortgage obligations
Security Assistance Agency that are indirectlf(CMOs), and real estate mortgage investmer
guaranteed by the U.S. government also qualifgonduits (REMICs), fall into one of three
for the 20 percent risk weight. categories:
Most guaranteed student loans are guaranteed
by a state agency or nonprofit organization that. MBSs issued or guaranteed by a U.S. goverr
does not have the full faith and credit backing ment agency or US. government-
of the state. The loans are then indirectly guar- sponsored agency.
anteed or reinsured by the U.S. government's « U.S. government agency MBSs, that is,
Guaranteed Student Loan Program. Under the Government National Mortgage Associa-
program, a minimum percentage of the loan is  tion securities, are generally assigned :
reinsured, but a higher percentage could be zero percentrisk weight. U.S. government-
guaranteed if the bank has experienced an over- sponsored agency MBSs, that is, Federz
all low default rate on guaranteed student loans.  National Mortgage Association and Fed-
Only the portion of the loan covered by the eral Home Loan Mortgage Corporation
minimum guarantee under the program may be  securities, are generally assigned a 20 pe|
assigned to the 20 percent risk category; the  cent risk weight.
remainder should be assigned a 100 percent rigk Privately issued MBSs meeting certain
weight. criteria.
* Privately issued MBSs are generally treate
as indirect holdings of the underlying asset:
Claims on, or Guaranteed by, a U.S. and assigned to the same risk category &
Government—-Sponsored Agency the underlying assets, but in no case to th
zero percent risk category. Examiners
U.S. government-sponsored agencies are agen- should review privately issued MBSs that
cies originally established or chartered by the  are assigned a preferential risk weight tc
federal government to serve public purposes ensure they meet the criteria specified ir
specified by the U.S. Congress. Such agencies the guidelines for treatment as indirect
generally carry out functions performed directly holdings of the underlying assets. Those
by the central government in other countries. that do not meet the criteria are assigned t
The obligations of government-sponsored agen-  the 100 percent risk category.
cies generally are not explicitly guaranteed by < If the underlying assets of a privately
the full faith and credit of the U.S. government. issued MBS are composed of two or more
Claims (including securities, loans, and leases) types of assets that could be assigned t
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different risk categories, the entire MBS isestate loans that are included in the 50 percent
assigned to the highest risk category. risk category. Such loans are not eligible for
3. Stripped MBSs and similar instruments.  preferential treatment unless they meet the fol-
« This category includes interest-only stripgdowing criteria: The loans are made subject to
(10s), principal-only strips (POs), and anyPrudent underwriting standards, the loans are
class of an MBS that can absorb more thaRerforming in accordance with their original
its pro rata share of loss without the wholeterms and are not delinquent for 90 days or more
issue being in default (for example, aOr carried on nonaccrual status, and the loan-to-

so-called subordinated class or residuaralue ratios are conservativeFor the purpose
interest). of this last criterion, the loan-to-value ratio

« All such MBSs are assigned to the 100 pershould be based upon the value of the property
cent risk category, even if they are issue&ietermmed by the most current appra_lsal or, if
or guaranteed by a U.S. government agenc@ppropnate, the most current evaluation. Nor-

or U.S. government-sponsored agency. Mmally, this would be the appraisal or evaluation
performed at the time the loan was originatéd.

) ) If a bank has assigned a 50 percent risk
Loans Secured by First Liens on One- t0 weight to residential mortgage loans made for
Four-Family Residential Properties and  the purpose of speculative real estate develop-
Multifamily Residential Properties ment or whose eligibility for such preferential
o ) ] treatment is otherwise questionable, and the
Qualifying loans on one- to four-family residen- amounts of nonqualifying loans are readily iden-
tial properties, either owner-occupied or rentegifiaple, such loans should be reassigned to the
(as defined in the instructions to thg call report); oo percent risk-weight category. If material
are accorded a 50 percent risk weight under theyidence exists that a bank has assigned a
guidelines. Loans to builders with substantialyreferential risk weight to residential mortgage
project equity for the construction of one- tojpans of questionable eligibility, but the amount
four-family residences that have been presolg the inappropriately weighted amount cannot
under firm contracts to purchasers who havge readily identified, the overall evaluation of
obtained firm commitments for permanent qualithe pank’s capital adequacy should reflect a

fying mortgage loans and have made substantiigher capital requirement than would otherwise
earnest-money deposits are also eligible for thge the case.

50 percent risk weight.

In addition, qualifying multifamily residential
loans that meet certain criteria may be assignefccrued Interest
to the 50 percent risk category. These criteria are
as follows: All principal and interest paymentsBanks normally report accrued interest on loans
must have been made on time for at least ongnd securities in “Other Assets” on the call
year preceding placement in the 50 percent riskeport. The majority of banks will risk weight
category, amortization of the principal andthe entire amount of accrued interest at 100 per-
interest must occur within 30 years, the minicent. However, for risk-based capital purposes,
mum original maturity for repayment of princi- a bank is permitted to allocate accrued interest
pal cannot be less than seven years, and anngghong the risk categories associated with the
net operating income (before debt service) geninderlying claims provided that it has systems

erated by the property during the most recenh place to carry out such an allocation

fiscal year must not be less than 120 percent @fccurately.

the loan’s current annual debt service (115 per-

cent if the loan is based on a floating interest

rate). In the case of cooperative or other not-for-

profit housing projects, the property must gen-

erate s_uff|C|ent cash flow to provide comparable 16. A conservative loan-to-value ratio for loans secured by

protection to the bank. multifamily residential property must not exceed 80 percent
To ensure that only qualifying residential (75 percent if the loan is based on a floating interest rate).

mortgage loans are assigned to this preferentigl”‘ In cases where both first and junior liens are held by the

. > R . ank and no intervening liens exist, these transactions are

risk We'thv_ exammers_are _tO reV_'eW Fhe ON€treated as single loans secured by a first lien for the purpose of

to four-family and multifamily residential real determining the loan-to-value ratio.
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Off-Balance-Sheet Activities seller, as a $100,000 asset sale with recourse a
) a $900,000 sale not subject to risk-based capit:
Assets Sold with Recourse requirements.

. ) There are several exceptions to this gener:

For risk-based capital adequacy purposes, @porting rule for recourse transactions. The firs
bank must hold capital against assets sold witBxception applies to recourse transactions fc
recourse if the bank retains any risk of loss. Tquhich the amount of recourse the institution is
qualify as an asset sale with recourse, a transfgpntractually liable for is less than the capital
of assets must first qualify as a sale according tequirement for the assets transferred under tt
the GAAP criteria set forth in the Financial recourse agreement. For such transactions,
Accounting Standards Board’s Statement Nopank must hold capital equal to its maximum
125, "Accounting for Transfers and Servicing of contractual recourse obligation. For example
Financial Assets and Extinguishments of Liabili-gssume an institution transfers a $100 pool ¢
ties” These criteria are summarized in thecommercial loans and retains a recourse oblig:
definition of “transfers of financial assets” in tjon of 2 percent. Ordinarily, the bank would be
the glossary to the commercial bank call reporgybject to an 8 percent capital charge, or $¢
instructions. If a transfer of assets does not meg@ecause the recourse obligation is only 2 per
these criteria, the assets must remain on thent, however, the bank would be required tc
bank’s balance sheet and are subject to thgold capital of $2 against the recourse exposurs
standard risk-based capital charge. This capital charge may be reduced further by

If a transfer of assets qualifies as a sale undeie balance of any associated noncapital GAA
GAAP, but the bank retains any risk of loss oirecourse liability account.
obligation for payment of principal or interest, A second exception to the general rule applie
then the transfer is considered to be a sale witfy the transfer of small-business loans and leas
recourse. A more detailed definition of an assasn personal property with recourse. A bank tha
sale with recourse may be found in the definitionis considered to be well capitalized according tc
of “sales of assets for risk-based capital purthe Federal Reserve’s prompt-corrective-actio
poses” in the glossary to the commercial bankramework shall include in risk-weighted assets
call report instructions. Although the assets arenly the amount of retained recourse—instea
removed from a bank’s balance sheet in an asset the entire amount of assets transferred—i
sale with recourse, they should be converted aonnection with a transfer of small-business
100 percent to an on-balance-sheet crediloans or leases on personal property witt
equivalent amount and assigned to the riskecourse, provided two conditions are met. First
weight appropriate to the obligor. This alsothe transaction must be treated as a sale und
applies when the contractual terms of thesAAP; second, the bank must establish a nor
recourse agreement limit the seller’s risk to &apital reserve that is sufficient to cover the
percentage of the value of the assets sold or toank’s estimated liability under the recourse
specific dollar amount. arrangement. With the Board’s approval, this

If, however, the risk retained by the seller isexception may also apply to a bank that is
limited to some fixed percentage of any lossesonsidered to be adequately capitalized unde
that might be incurred and there are no othethe prompt-corrective-action framework. The
provisions resulting in the direct or indirecttotal outstanding amount of recourse retaine
retention of risk by the seller, the maximumunder such transactions may not exceed 15 pe
amount of possible loss for which the sellingcent of a bank’s total risk-based capital withou
bank is at risk (the stated percentage times th@oard approval.
amount of assets to which the percentage applies)
is subject to risk-based capital requirements.
The remaining amount of assets transferreDistinction Between Financial and
would be treated as a sale that is not subject teerformance Standby Letters of Credit
the risk-based capital requirements. For exam-
ple, a seller would treat a sale of $1 million inFor risk-based capital purposes, the vast majo
assets with a recourse provision that the selléty of standby letters of credit a bank issues ar
and buyer proportionately share in losses incurrecbnsidered financial in nature. On the one hanc
on a 10 percent and 90 percent basis, respeitt issuing a financial standby letter of credit, a
tively, and with no other retention of risk by the bank guarantees the account party will fulfill a
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contractual financial obligation that involvesappropriate to the institution acquiring the par-
payment of money. In issuing a performancdicipation, whichever category carries the lower
letter of credit, on the other hand, a bankisk weight.

guarantees that the account party will fulfill a

contractual nonfinancial obligation, that is, an

obligation that does not entail the payment of
money. For example, a standby letter of credi

that guarantees that an insurance company will

Sg)érggdretc(a)wgzd flij:gr?éi;?eaﬁzrn?: c(i,for?vre)?tl:a%y ! As specified in the instructions to the call report,

100 percent, while a standby that guaranteesicomm'tmem to make a standby letter of cre-

ommitments to Make Off-Balance-Sheet
ransactions

contractor will pave a street according to certaiff't IS considered to be a standby letter of credit.
specifications is deemed to be performanc accordingly, such a commitment should b?
related and is converted at 50 percent. FinancigPnverted to an on-balance-sheet credit-
standby letters of credit have a higher Conver(_equwale_nt amount at 10.0 percent if it is
sion factor in large part because, unlike perford cOmmitment to make a financial standby let-
mance standby letters of credit, they tend to e of credit or 50 percent if it is a commit-
drawn down only when the account party’smen.t to make a performance standby letter of
financial condition has deteriorated. credit. . . .

A commitment to make a commitment is
treated as a single commitment whose maturity
is the combined maturity of the two commit-

Participations of Off-Balance-Sheet ments. For example, a 6-month commitment to
Transactions make a 1-year commitment is considered to be a
single 18-month commitment. Since the matu-
If a standby letter of credit or commitment hagrity is over one year, such a commitment would
been participated to other institutions in thereceive the 50 percent conversion factor appro-
form of a syndication as defined in the instruc{riate to long-term commitments, rather than the
tions to the call report, that is, where each bankero percent conversion factor that would be
is responsible only for its pro rata share of lossiccorded to separate unrelated short-term com-
and there is no recourse to the originating banknitments of six months and one year.
each bank includes only its pro rata share of the A commitment to make a commercial letter of
standby or commitment in its risk-based capitatredit may be treated either as a commitment or
calculation. as a commercial letter of credit, whichever
The treatment differs, however, if the partici-results in the lower conversion factor. Normally,
pation takes the form of a conveyance of a riskhis would mean that a commitment under one
participation. In such a participation, the origi-year to make a commercial letter of credit would
nating bank remains liable to the beneficiary fobe treated as a commitment and converted at
the full amount of the standby or commitment ifzero percent, while a similar commitment of
the institution that has acquired the participatiover one year would be treated as a commercial
fails to pay when the instrument is drawn. Undetfetter of credit and converted at 20 percent.
this arrangement, the originating bank is exposed If a commitment facility is structured so that
to the credit risk of the institution that hasit can be drawn down in several forms, such as
acquired the conveyance rather than that of the standby letter of credit, a loan, or a commer-
account party. Accordingly, for risk-based capi-cial letter of credit, the entire facility should be
tal purposes, the originating bank should contreated as a commitment to extend credit in the
vert the full amount of the standby or commit-form that incurs the highest capital charge.
ment to an on-balance-sheet credit-equivalerfthus, if a facility could be drawn down in any of
amount. The credit-equivalent amount of thehe three forms just cited, the entire facility
portion of the credit that has not been conveyediould be treated as a commitment to issue a
is assigned to the risk category appropriate tetandby letter of credit and would be converted
the obligor, after giving effect to any collateralat 100 percent, rather than treated as a commit-
or guarantees. The portion that has been coment to make a loan or commercial letter of
veyed is assigned either to the same risk cateredit, which would have a lower conversion
gory as the obligor or to the risk categoryfactor.
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Unused Commitments which permit the commitment to roll over auto-
matically (that is, on the same terms and withou
Unused commitments, including underwritinga thorough credit review) unless the bank give!
commitments, and commercial and consumarotice otherwise, are not unconditionally can-
credit commitments that have an original matueellable. Thus, any such commitment whose
rity of one year or less are converted at zerterm from date of issuance could exceed on
percent. Facilities that are unconditionally canyear is subject to the 50 percent conversiol
cellable (without cause) at any time by the bankactor.
are not deemed to be commitments, provided A bank may issue a commitment that expires
that a separate credit decision is made befomgithin one year with the understanding that the
each drawing under the facility. commitment will be renewed upon expiration

Unused commitments that have an originapubject to a thorough credit review of the
maturity of over one year are converted apbligor. Such a commitment may be convertec
50 percent. For this purpose, original maturity it zero percent only if (1) the renegotiation
defined as the length of time between the datgrocess is carried out in good faith, involves &
the commitment is issued and the earliest dafélll credit assessment of the obligor, and allows
on which (1) the bank has the permanent abilityhe bank flexibility to alter the terms and con-
to, at its option, unconditionally canéekwith- ~ditions of the new commitment; (2) the bank has
out cause) the commitmeHtand (2) the bank is apsolute dlscretlon to decline renewal or exten
scheduled to (and as a normal practice actual§ion of the commitment; and (3) the renegoti
does) review the facility to determine whetherated commitment expires within 12 months
the unused commitment should be extended. (ffom the time it is made. Some commitments
should be noted that the term of any loarfontain unusual renegotiation arrangements thi

advances that can be made under a commitmef¥puld give the borrower a considerable amoun
is not taken into account in determining theof advance notice that a commitment would no

commitment’s maturity.) Under this definition b€ renewed. Provisions of this kind can have th

of original maturity, commitments with a nomi- effect of creating a rolling commitment arrange-
nal Originai maturity of more than one year Carfnent that should be treated for rlsk'based capit
be treated as having a maturity of one year dpurposes as a long-term commitment and shoul
less for risk-based capital purposes only if théherefore be converted to a credit-equivalen
issuing bank (1) has full and unconditional@mount at 50 percent. Normally, the renegotia
discretion to cancel the commitment withouttion process should take no more than six t
cause and without notice on each and every degight weeks, and in many cases it should take
after the first year and (2) conducts at leasghorter period of time. The renegotiation perioc
annually a formal credit review of the commit- should immediately precede the expiration dat

ment, including an assessment of the credRf the commitment and should be reasonabl
quality of the obligor. short and appropriate to the complexity of the

It should be noted that a bank is not deemeHansaption. The reasons for provisions in :
able to unconditionally cancel a commitmenOMmmitment arrangement that would appear t

if it is required to give, or is presumed to peallow for a protracted renegotiation period shoulc

required to give, any advance notice of canceP€ thoroughly documented by the bank an
reviewed by the examiner.

lation. Accordingly, so-called evergreen com- ; .

mitments, which require the bank to give AS mentioned above, a commitment to make

advance notice of cancellation to the obligor oft COMmitment is treated as a single commitmer
whose maturity is the combined maturity of the
two commitments. Although such commitments

- whose combined maturity is in excess of one

18. A bank's option to cancel a commitment under ayear are generally considered long-term, if the

material adverse change clause is not considered to be ! ; ‘
option to unconditionally cancel a commitment. ustomer has a bona fide business reason f

19. In the case of consumer home equity or mortgage linsl€duesting a new commitment to supersede tt
of credit secured by liens on one- to four-family residentialunexpired one, such as an unanticipated increa
properties, the bank is deemed able to unconditionally cancgh the volume of business or a change in the
the commitment for the purpose of this criterion if, at its o\ stomer's cash flow and credit needs, then th
option, it can prohibit additional extensions of credit, reduce . . .
the credit lines, and terminate the commitment to the fulﬁommmnent would not aUtomatlca”y be consid-

extent permitted by relevant federal law. ered long-term. However, if the bank exhibits a

Commercial Bank Examination Manual November 1998
Page 17



3020.1

Assessment of Capital Adequacy

pattern and practice of extending short-term interest-rate contracts

commitments before their expiration—either for
one customer or more broadly within the bank—

then such extended commitments would b

viewed as long-term. This treatment generally

would apply to all commitments, including tra-
ditional commercial paper liquidity lines.

Of course, other criteria for determining
whether a facility is short- or long-term include

the actual level of risk associated with the

single-currency interest-rate swaps
basis swaps

forward rate agreements

interest-rate options purchased (includ-
ing caps, collars, and floors purchased)
any other instrument linked to interest
rates that gives rise to similar credit risks
(including when-issued securities and for-
ward deposits accepted)

e

transaction and whether that level of risk is more exchange-rate contracts
characteristic of a long-term (as opposed to a — cross-currency interest-rate swaps
short-term) commitment. Liquidity facilities forward foreign-exchange-rate contracts
issued in connection with asset-backed commer- — currency options purchased
cial paper programs, when judged by these — any other instrument linked to exchange
criteria, seem to possess risk characteristics that rates that gives rise to similar credit risks
are less than those associated with typical short-equity derivative contracts
term commercial loan commitments. One of equity-linked swaps
these characteristics is the short-term nature of — equity-linked options purchased
the securitized receivables. The receivables that — forward equity-linked contracts
are securitized in asset-backed commercial paper — any other instrument linked to equities
programs tend to be of very short average that gives rise to similar credit risks
maturity—often in the range of 30 to 60 days.. commodity (including precious metal) deriva-
Advances under asset-backed commercial papettive contracts
liquidity facilities generally are very rare, and commodity-linked swaps
when such advances are made, it is against pools — commodity-linked options purchased
of very high-quality, performing receivables that forward commodity-linked contracts
would generally liquidate very quickly. These any other instrument linked to commodi-
facilities are further protected against credit risk ties that gives rise to similar credit risks
by significant amounts of overcollateralizations credit derivatives
as well as other credit enhancements. — credit-default swaps

A series of short-term commitments would — total-rate-of-return swaps
generally be treated as a single commitment — other types of credit derivatives
whose original maturity is the combined matu-
rities of the individual commitments in the Exceptions. Exchange-rate contracts with an
series. Also, a commitment may be structured toriginal maturity of 14 or fewer calendar days
be drawn down in a number of tranches, somand derivative contracts traded on exchanges
exercisable in one year or less and others exethat require daily receipt and payment of cash
cisable in over one year. The full amount of suclvariation margin may be excluded from the
a commitment is deemed to be over one yeaisk-based ratio calculation. Gold contracts are
and converted at 50 percent. Some long-terraccorded the same treatment as exchange-rate
commitments may permit the customer to dravecontracts except that gold contracts with an
down varying amounts at different times tooriginal maturity of 14 or fewer calendar days
accommodate, for example, seasonal borrowingre included in the risk-based ratio calculation.
needs. The 50 percent conversion factor shoul@ver-the-counter options purchased are included
be applied to the maximum amount that couldcind treated in the same way as other derivative
be drawn down under such commitments. contracts.

Calculation of credit-equivalent amount¥he
credit-equivalent amount of a derivative con-
tract (excluding credit derivatives) that is not
subject to a qualifying bilateral netting contract
Applicable derivative contracts. Credit- is equal to the sum of—

equivalent amounts are computed for each of the

Credit-Equivalent Computations for
Derivative Contracts

following off-balance-sheet contracts:

1. the current exposure (sometimes referred to

November 1998
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as the replacement cost) of the contract and The potential future credit exposure of a
2. an estimate of the potential future credittontract, including a contract with a negative
exposure of the contract. mark-to-market value, is estimated by multiply-
ing the notional principal amount of the contract
The current exposure is determined by théy a credit-conversion factor. Banks should use
mark-to-market value of the contract. If thesubject to examiner review, the effective rathe|
mark-to-market value is positive, then the curthan the apparent or stated notional amount i
rent exposure is equal to that mark-to-markethis calculation. The conversion factors (in per-
value. If the mark-to-market value is zero orcent) are in table 1. The Board has noted the
negative, then the current exposure is zerdghese conversion factors, which are based o
Mark-to-market values are measured in dollargbserved volatilities of the particular types of
regardless of the currency or currencies specinstruments, are subject to review and modifi:
fied in the contract, and should reflect changes ication in light of changing volatilities or market
the underlying rates, prices, and indexes, as weatbnditions.
as in counterparty credit quality.

Table 1—Conversion-Factor Matrix

Other
Foreign- Precious  commodity
exchange metals (excluding
Interest rate (excluding  precious
Remaining maturity rate and gold Equity gold) metals
One year or less 0.0 1.0 6.0 7.0 10.0
Over one to five years 0.5 5.0 8.0 7.0 12.0
Over five years 15 7.5 10.0 8.0 15.0

For a contract that is structured such thafvoidance of double countingn certain cases,
on specified dates any outstanding exposure @edit exposures arising from derivative con-
settled and the terms are reset so that the maracts may be reflected, in part, on the balanc
ket value of the contract is zero, the remainingheet. To avoid double counting these exposure
maturity is equal to the time until the next resein the assessment of capital adequacy an
date. Such resetting interest-rate contractserhaps, assigning inappropriate risk weights
must have a minimum conversion factor ofexaminers may need to exclude counterpart
0.5 percent. credit exposures arising from the derivative

For a contract with multiple exchanges ofinstruments covered by the guide.lines from
principal, the conversion factor is multiplied by 2lance-sheet assets when calculating a bank
the number of remaining payments in the con['s_k'.based capital ratios. This exclu3|o_n W'”
tract. A derivative contract not included in the€liminate the possibility that an organization
definitions of interest-rate, exchange-rate, equityuld b€ required to hold capital against both a
or commodity contracts is included in the risk-Of-balance-sheet and on-balance-sheet amou
based capital calculation and is subject to thfPr the same item. This treatment is not accorde

same conversion factors as a commaodity, exclud® margin apcounts and accrued receivable
ing precious metals related to interest-rate and exchange-rat

. . . contracts.
No potential future credit exposure is calcu-

lated for a single-currency interest-rate swap in The aggregate on-balance-sheet amout
which payments are made based on two ﬂoatinde_xcluded from the risk-based capital calculatior
rate indexes, so-called floating/floating or basi$ equal to the lower of—

swaps. The credit exposure on these contracts is

evaluated solely on the basis of their mark-tod. each contract’s positive on-balance-shee
market values. amount or
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2. its positive market value included in would find the bank’s exposure to be such a
the off-balance-sheet risk-based capital net amount under—

calculation. — the law of the jurisdiction in which the
counterparty is chartered or the equiva-
For example, a forward contract that is marked lent location in the case of noncorporate
to market will have the same market value on entities, and if a branch of the counter-
the balance sheet as is used in calculating the party is involved, then also under the law
credit-equivalent amount for off-balance-sheet of the jurisdiction in which the branch is
exposures under the guidelines. Therefore, the located;
on-balance-sheet amount is not included in the — the law that governs the individual con-
risk-based capital calculation. When either the tracts covered by the netting contract;
contract’s on-balance-sheet amount or its mar- and
ket value is negative or zero, no deduction from — the law that governs the netting contract;
on-balance-sheet items is necessary for thatthe bank establishes and maintains procedures
contract. to ensure that the legal characteristics of

If the positive on-balance-sheet asset amount netting contracts are kept under review in light
exceeds the contract's market value, the excessof possible changes in relevant law; and
(up to the amount of the on-balance-sheet asset)the bank maintains documentation in its files
should be included in the appropriate risk- that is adequate to support the netting of rate
weight category. For example, a purchased contracts, including a copy of the bilateral
option will often have an on-balance-sheet netting contract and necessary legal opinions.
amount equal to the fee paid until the option
expires. If that amount exceeds market value, A contract containing a walkaway clause is
the excess of carrying value over market valuaot eligible for netting for purposes of calculat-
would be included in the appropriate risk-weighting the credit-equivalent amount.
category for purposes of the on-balance-sheet By netting individual contracts for the pur-
portion of the calculation. pose of calculating credit-equivalent amounts of
derivative contracts, a bank represents that it has
Netting of swaps and similar contracfdetting met the requirements of the risk-based measure
refers to the offsetting of positive and negativeof the capital adequacy guidelines for bank
mark-to-market values in the determination of @olding companies and that all the appropriate
current exposure to be used in the calculation afocuments are in the organization’s files and
a credit-equivalent amount. Any legally enforce-available for inspection by the Federal Reserve.
able form of bilateral netting (that is, nettingThe Federal Reserve may determine that a
with a single counterparty) of derivative con-bank’s files are inadequate or that a netting
tracts is recognized for purposes of calculatingontract, or any of its underlying individual
the credit-equivalent amount provided that— contracts, may not be legally enforceable. If
such a determination is made, the netting con-
« the netting is accomplished under a writtertract may be disqualified from recognition for
netting contract that creates a single legaiisk-based capital purposes or underlying indi-
obligation, covering all included individual vidual contracts may be treated as though they
contracts, with the effect that the organizatiorare not subject to the netting contract.
would have a claim to receive, or an obliga- The credit-equivalent amount of contracts
tion to receive or pay, only the net amount ofthat are subject to a qualifying bilateral netting
the sum of the positive and negative mark-toeontract is calculated by adding—
market values on included individual con-
tracts if a counterparty, or a counterparty tal. the current exposure of the netting contract
whom the contract has been validly assigned, (net current exposure) and
fails to perform due to default, insolvency,2. the sum of the estimates of the potential
liquidation, or similar circumstances; future credit exposures on all individual con-
the bank obtains written and reasoned legal tracts subject to the netting contract (gross
opinionsthatin the event of alegal challenge— potential future exposure) adjusted to reflect
including one resulting from default, insol-  the effects of the netting contract.
vency, liquidation, or similar circumstances—
the relevant court and administrative authorities The net current exposure of the netting con-
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tract is determined by summing all positive and A bank must consistently use either the
negative mark-to-market values of the indi-counterparty-by-counterparty approach or th
vidual contracts included in the netting contractaggregate approach to calculate the NGF
If the net sum of the mark-to-market values isRegardless of the approach used, the NG
positive, then the current exposure of the nettinghould be applied individually to each qualify-
contract is equal to that sum. If the net sum ofng bilateral netting contract to determine the
the mark-to-market values is zero or negativeadjusted add-on for that netting contract.
then the current exposure of the netting contract In the event a netting contract covers con
is zero. The Federal Reserve may determine thatacts that are normally excluded from the risk-
a netting contract qualifies for risk-based capitabased ratio calculation—for example, exchange
netting treatment even though certain individuatate contracts with an original maturity of 14 or
contracts may not qualify. In these instances, thiewer calendar days or instruments traded o
nonqualifying contracts should be treated asxchanges that require daily payment and receij
individual contracts that are not subject to thef cash variation margin—an institution may
netting contract. elect to either include or exclude all mark-to-
Gross potential future exposurd\fo.) is market values of such contracts when determir

calculated by summing the estimates of poterf—nhg net g:urrenlt. cecjxposuret, p{lowded the metho
tial future exposure for each individual contract® Esen IS app 'ﬁ <I:gn5|s_ en gﬁ ding of off
subject to the qualifying bilateral netting con- xaminers should review he netting ot ofl-

tract. The effects of the bilateral netting contracPa/ance-sheet derivative contracts used by ban

on the gross potential future exposure are regyhen calculating or verifying risk-based capital

ognized through the application of a formulal@lios to ensure that the positions of such cor
that results in an adjusted add-on amouk.} tracts are reported gross unless the net positiol
The formula, which employs the ratio of .netOf those contracts reflect netting arrangement
current expé)sure to gross current exposur@at comply with the netting requirements listed

(NGR), is expressed as— previously.

Anet™ (0.4 X Agrosd + 0.8INGR X Agrosd 0 it Derivatives

The NGR may be calculated in accordance witlt o it gerivatives are off-balance-sheet arrangs
either the counterparty-by-counterparty approa ents that allow one party (the beneficiary) tc

or the aggregate approach. Under g, qfer credit risk of a reference asset—whict
counterparty-by-counterparty approach, the NG the beneficiary may or may not own—to anothe

is ttthe ratlot of tt?etrr:et current exrf[osure for aarty (the guarantoP? Many banks increas-
tnhe mgtt_con ract Ot t_arr?ross curren e>t<posure gly use these instruments to manage thei
€ netling contract. The gross current Exposulsy o | credit-risk exposure. In general, credi

is the sum of the current exposures of aljye iy atives have three distinguishing features:
individual contracts subject to the netting con-
."%‘.:t'. dNelt n?tgatlve Tarl;-to-_r:?]atrrl:et values for e yransfer of the credit risk associated witt
Individual netling contracts wi €Same coun- - 5 reference asset through contingent pay

terparty may not be used to offset net positive o045 hased on events of default and, ust
mark-to-market values for other netting con- 4y "the prices of instruments before, at, anc

tracts with the same counterparty. shortly after default (reference assets ar
Under the aggregate approach, the NGR is the most often traded sovereign and corporat
ratio of the sum of all the net current exposures debt instruments or syndicated bank loans)
for qualifying bilateral netting contracts to the2. the periodic exchange of payments or th
sum of all the gross current exposures for those payment of a premium rather than the pay
netting contracts (each gross current exposure is
calculated in the same manner as in the 5o credit derivatives generally fall into three basic trans-
counterparty-by-counterparty approach). Neiction types: total-rate-of-return swaps, credit-default swaps

negative mark-to-market values for individualand credit-default or credit-linked notes. For a more in-deptt

; escription of these types of credit derivatives, see the Feder
counterparties may not be used to Of‘fseqszeserve’sTrading and Capital-Markets Activities Manyal

net pOSitiV_e current exposures for 0'[hersection 4350.1, “Credit Derivatives,” as well as supervisory
counterparties. letter SR-96-17.
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ment of fees customary with other off- On the other hand, even if the transfer of credit
balance-sheet credit products, such as letterssk is limited, a bank providing limited credit
of credit protection through a credit derivative should
3. the use of an International Swap Derivative$iold appropriate capital against the underlying
Association (ISDA) master agreement andxposure while it is exposed to the credit risk of
the legal format of a derivatives contract the reference asset.
A bank providing a guarantee through a credit
For risk-based capital purposes, total-rate-ofderivative may mitigate the credit risk associ-
return swaps and credit-default swaps generaligted with the transaction by entering into an
should be treated as off-balance-sheet direeffsetting credit derivative with another
credit substituted! The notional amount of a counterparty—a so-called “back-to-back” posi-
contract should be converted at 100 percent téon. A bank that has entered into such a position
determine the credit-equivalent amount to bénay treat the first credit derivative as being
included in the risk-weighted assets of a guarguaranteed by the offsetting transaction for risk-
antor22 A bank that provides a guarantee througipased capital purposes. Accordingly, the notional
a credit derivative transaction should assign itemount of the first credit derivative may be
credit exposure to the risk category appropriatgssigned to the risk category appropriate to the
to the obligor of the reference asset or angounterparty providing credit protection through
collateral. On the other hand, a bank that ownthe offsetting credit derivative arrangement (for
the underlying asset upon which effective crediexample, the 20 percent risk category if the
protection has been acquired through a credfiounterparty is an OECD bank).
derivative may, under certain circumstances, In some instances, the reference asset in the
assign the unamortized portion of the underlyingredit derivative transaction may not be identi-
asset to the risk category appropriate to theal to the underlying asset for which the bene-
guarantor (for example, the 20 percent risKiciary has acquired credit protection. For exam-
category if the guarantor is an OECD bank). ple, a credit derivative used to offset the credit
Whether the credit derivative is considered ag@Xposure of a loan to a corporate customer may
eligible guarantee for purposes of risk-basefise as the reference asset a publicly traded
capital depends upon the actual degree of crediprporate bond of that customer, with the credit
protection. The amount of credit protectionduality of the bond serving as a proxy for the
actually provided by a credit derivative may beon-balance-sheet loan. In such a case, the under-
limited depending upon the terms of the arrangdying asset would still generally be considered
ment. In this regard, for example, a relativelyguaranteed for capital purposes as long as both
restrictive definition of a default event or athe underlying asset and the reference asset are
materiality threshold that requires a comparablpbligations of the same legal entity and have the
high percentage of loss to occur before th&ame level of seniority in bankruptcy. In addi-
guarantor is obliged to pay could eﬁectivelytion. a bank offsetting credit exposure in this
limit the amount of credit risk actually trans- manner would be obligated to demonstrate to
ferred in the transaction. If the terms of theexaminers that (1) there is a high degree of
credit derivative arrangement significantly limitcorrelation between the two instruments; (2) the
the degree of risk transference, then the benefieference instrument is a reasonable and suffi-
ciary bank cannot reduce the risk weight of theciently liquid proxy for the underlying asset so

“protected” asset to that of the guarantor bankthat the instruments can be reasonably expected
to behave in a similar manner in the event of
default; and (3) at a minimum, the reference

21. Unlike total-rate-of-return swaps and credit-defaur@SSet and underlying asset are subject to mutual

swaps, credit-linked notes are on-balance-sheet assets @0Ss-default provisions. A bank that uses a

liabilities. A guarantor bank should assign the on-balancecredit derivative which is based on a reference

sheet amount of the credit-linked note to the risk catego ; P

appropriate to either the issuer or the reference asset, whi?f?—sset that differs from the prOt.eCteq “r?de”y'.“g

ever is higher. For a beneficiary bank, cash consideratioASSEt must docum_en_t the credit de_”V":_‘t'V_e being
received in the sale of the note may be considered as collaterdsed to offset credit risk and must link it directly
f0r2 rzlskAbased C?pltgl ptrtaoiehf-- § . to the asset or assets whose credit risk the
. A guarantor bank that has made cash payments repre-, i ; _
senting depreciation on reference assets may deduct su?hansaCtlon IS deS|gr_1ed to offset. The d_ocun_1en
payments from the notional amount when computing credittation and the effectiveness of the credit deriva-

equivalent amounts for capital purposes. tive transaction are subject to examiner review.
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A bank providing credit protection through suchof transference and retention of the securitize
an arrangement must hold capital against thgortfolio’s credit risk. They must determine
risk exposures that are assumed. whether the institution’s regulatory capital is
Some credit derivative transactions provideadequate given the retained credit exposures.
credit protection for a group or basket of refer- A CLO is an asset-backed security that is
ence assets and call for the guarantor to absoudsually supported by a variety of assets, includ
losses on only the first asset in the group thahg whole commercial loans, revolving credit
defaults. Once the first asset in the group defaultfacilities, letters of credit, banker’'s acceptances
the credit protection for the remaining assetsr other asset-backed securities. In a typice
covered by the credit derivative ceases. ICLO transaction, the sponsoring banking orga
examiners determine that the credit risk for thanization (SBO) transfers the loans and othe
basket of assets has effectively been transferregsets to a bankruptcy-remote special-purpo:
to the guarantor and the beneficiary bankingehicle (SPV), which then issues asset-backe
organization owns all of the reference assetsecurities consisting of one or more classes ¢
included in the basket, then the beneficiary magebt. This type of transaction represents
assign the asset with the smallest dollar amousib-called “cash-flow CLO.” It enables the spon-
in the group—if less than or equal to thesoring institution (SI) to reduce its leverage anc
notional amount of the credit derivative—to therisk-based capital requirements, improve it
risk category appropriate to the guarantor. Corliquidity, and manage credit concentrations.
versely, a bank extending credit protection The first synthetic CLO (issued in 1997) usec
through a credit derivative on a basket of assetedit-linked notes (CLNs¥ Rather than trans-
must assign the contract’s notional amount oferring assets to the SPV, the sponsoring bar
credit exposure to the highest risk categoryssued CLNs to the SPV, individually referenc-
appropriate to the assets in the basket. ing the payment obligation of a particular com-
In addition to holding capital against creditpany or “reference obligor.” The notional
risk, a bank that is subject to the market-risk ruleéimount of the CLNs issued equaled the dolla
(see “Market-Risk Measure” above) must holdamount of the reference assets the sponsor w
capital against market risk for credit derivativeshedging on its balance sheet. Other structure
held in its trading account. (For a description ohave evolved that use credit-default swaps t
market-risk capital requirements for creditiransfer credit risk and create different levels of
derivatives, see supervisory letter SR-97-18.) risk exposure, but that hedge only a portion o
the notional amount of the overall reference

portfolio.25
Using Credit Derivatives Traditional CLO structures usually transfer
to Synthetically Replicate assets into the SPV. In synthetic securitizations
Collateralized Loan Obligations the underlying exposures that make up th

reference portfolio remain in the institution’s

Credit derivatives can be used to syntheticallP@nking book® The credit risk is transferred

replicate collateralized loan obligations (CLOs)INto the SPV through credit-default swaps o
Banking organizations (BOs) can use CLOs an&LNS. The institution is thus able to maintain
their synthetic variants to manage their balancglient confidentiality and avoid sensitive
sheets and, in some instances, transfer credit rigiént-relationship issues that arise from loan
to the capital markets. Such transactions allodfansfer-notification  requirements,  loan-
economic capital to be more efficiently allo-

cated, resulting in, among other things, improved————

shareholders’ returns. 24. CLNs are obligations whose principal repayment is

X . . conditioned upon the performance of a referenced asset
The issue for BOs is how synthetlc CLOSp rtfolio. The assets’ performance may be based on a varie

should be treated under the risk-based anél measures, such as movements in price or credit spread,
leverage capital guidelin€s. Supervisors and the occurrence of default.
examiners need to fully understand these com- 25. A credit-default swap is similar to a financial standby

. . . tter of credit in that the institution writing the swap provides,
plex structures, and 'dentlfy the relative degre r a fee, credit protection against credit losses associated wi

a default on a specified reference asset or pool of assets.
—_— 26. “Banking book” refers to nontrading accounts. See the
23. See SR-99-32 and its November 15, 1999, attachmerdefinition of “trading accounts” in the glossary for the
an FRB-OCC capital interpretation on synthetic CLOs. instructions to the bank call report.

Commercial Bank Examination Manual May 2000
Page 23



3020.1 Assessment of Capital Adequacy

assignment provisions, and loan-participatiofEach CLN represents one obligor and the bank’s
restrictions. credit-risk exposure to that obligor, which could
Corporate credits are assigned to the 100 petake the form of bonds, commitments, loans,
cent risk-weighted asset category. In the case aihd counterparty exposures. Since the notehold-
high-quality investment-grade corporate expoers are exposed to the full amount of credit risk
sures, the associated 8 percent capital requirassociated with the individual reference obli-
ment may exceed the economic capital that thgors, all of the credit risk of the reference
sponsoring bank sets aside to cover the credibortfolio is shifted from the sponsoring bank to
risk of the transaction. Therefore, one of thehe capital markets. The dollar amount of notes
apparent motivations behind CLOs and otheissued to investors equals the notional amount of
securitizations is to more closely align the SI'sthe reference portfolio. In the example shown in
regulatory capital requirements with the ecofigure 1, this amount is $1.5 billion.
nomic capital required by the market. If any obligor linked to a CLN in the SPV
Synthetic CLOs can raise questions aboutefaults, the Sl will call the individual CLN and
their capital treatment when calculating theredeem it based on the repayment terms speci-
risk-based and leverage capital ratios. Capitdled in the note agreement. The term of each
treatments for three synthetic CLO transaction€LN is set so that the credit exposure (to which
follow. They are discussed from the perspectivé is linked) matures before the maturity of the

of the investors and the SBOs. CLN, which ensures that the CLN will be in
place for the full term of the exposure to which
it is linked.

Transaction 1—Entire Notional Amount An investor in the notes issued by the SPV is
of the Reference Portfolio Is Hedged exposed to the risk of default of the underlying

reference assets, as well as to the risk that the Sl
In the first type of synthetic securitization, thewill not repay principal at the maturity of the
SBO, through a synthetic CLO, hedges theotes. Because of the linkage between the credit
entire notional amount of a reference assejuality of the SI and the issued notes, a down-
portfolio. An SPV acquires the credit risk on agrade of the sponsor’s credit rating most likely
reference portfolio by purchasing CLNs issuedwill result in the notes also being downgraded.
by the SBO. The SPV funds the purchase of th&hus, a BO investing in this type of synthetic
CLNs by issuing a series of notes in severaCLO should assign the notes to the higher of the
tranches to third-party investors. The investorisk categories appropriate to the underlying
notes are in effect collateralized by the CLNsreference assets or the issuing entity.

Figure 1—Transaction 1

Bank SPV $1.5 billion

"~ $1.5 billion cash P cash proceeds
$1.5 billion proceeds Holds portfolio
credit portfolio $L5 bilion of CLNs
of CLNs
issued by
bank
$1.5 billion
A of notes v
X-year Y-year
notes notes
May 2000 Commercial Bank Examination Manual
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For purposes of risk-based capital, the SBOFransaction 2—High-Quality, Senior
may treat the cash proceeds from the sale dRisk Position in the Reference Portfolio
CLNs that provide protection against underlyings Retained
reference assets as cash collateralizing these
asset$” This treatment would permit the refer- In the second type of synthetic CLO transaction
ence assets, if carried on the SI's books, to bthe SBO hedges a portion of the referenct
assigned to the zero percent risk category to thgortfolio and retains a high-quality, senior risk
extent that their notional amount is fully collat- position that absorbs only those credit losses i
eralized by cash. This treatment may be appliedxcess of the junior-loss positions. In some
even if the cash collateral is transferred directlyecent synthetic CLOs, the SBO has used
into the general operating funds of the institucombination of credit-default swaps and CLNs
tion and is not deposited in a segregated accourtb essentially transfer to the capital markets th
The synthetic CLO would not confer any bene<redit risk of a designated portfolio of the
fits to the SBO for purposes of calculating itsorganization’s credit exposures. Such a transa
tier 1 leverage ratio because the reference asséitsn allows the Sl to allocate economic capital
remain on the organization’s balance sheemore efficiently and to significantly reduce its

regulatory capital requirements.

In the structure illustrated in figure 2, the
SBO purchases default protection from an SP\

for a specifically identified portfolio of banking-
book credit exposures, which may include
letters of credit and loan commitments. The

credit risk on the identified reference portfolio
27. The CLNs should not contain terms that would signifi—(WhIC.h Contlnu.es to remain in the sponsor's
cantly limit the credit protection provided against the under2@nking book) is transferred to the SPV througt
lying reference assets, for example, a materiality thresholthe use of credit-default swaps. In exchangt
that requires a relatively high percentage of loss to occufor the credit protection, the Sl pays the SPV

before CLN payments are adversely affected, or a structurinan annual fee. The default swaps on each of tr
of CLN post-default payments that does not adequately pass, ’

through credit-related losses on the reference assets Q})”gOI’S in the reference portfolio are struc-
investors in the CLNs. tured to pay the average default losses on a

Figure 2—Transaction 2

Default payment and
pledge of Treasuries

Bank < SPV
$5 billion Holds $400 million
> .
credit portfolio $5 billion of credit-default swaps of pledged Treasuries
and annual fee
A
$400 million $400 million
of CLNs of cash
v
Senior
notes
Junior
notes
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senior unsecured obligations of defaultednclude in its risk-weighted assets its retained
borrowers. senior exposure in the reference portfolio, to the
To support its guarantee, the SPV sells CLNextent these underlying assets are held in its
to investors and uses the cash proceeds tmnking book. The portion of the reference
purchase U.S. government Treasury notes. Theortfolio that is collateralized by the pledged
SPV then pledges the Treasuries to the SBO fbreasury securities may be assigned a zero
cover any default lossé8.The CLNs are often percent risk weight. Unless the SBO meets the
issued in multiple tranches of differing senioritystringent minimum conditions for transaction 2
and in an aggregate amount that is significantlthat are outlined in the minimum conditions
less than the notional amount of the referencparagraphs below, the remainder of the portfolio
portfolio. The amount of notes issued typicallyshould be risk weighted according to the obligor
is set at a level sufficient to cover some multipleof the exposures.
of expected losses, but well below the notional When the Sl has virtually eliminated its
amount of the reference portfolio being hedgeccredit-risk exposure to the reference portfolio
There may be several levels of loss in thighrough the issuance of CLNs, and when the
type of synthetic securitization. The first-lossother stringent minimum conditions are met, the
position may consist of a small cash reservdnstitution may assign the uncollateralized por-
sufficient to cover expected losses. The castion of its retained senior position in the refer-
reserve accumulates over a period of years arahce portfolio to the 20 percent risk weight.
is funded from the excess of the SPV’s incomdHowever, to the extent that the reference port-
(that is, the yield on the Treasury securities pluolio includes loans and other on-balance-sheet
the credit-default-swap fee) over the interesassets, an SBO involved in such a synthetic
paid to investors on the notes. The investors isecuritization would not realize any benefits in
the SPV assume a second-loss position throughe determination of its leverage ratio.
their investment in the SPV's senior and junior In addition to the three stringent minimum
notes, which tend to be rated AAA and BB,conditions, the Federal Reserve may impose
respectively. Finally, the SBO retains a high-other requirements as it deems necessary to
quality, senior risk position that would absorbensure that the Sl has virtually eliminated all of
any credit losses in the reference portfolio thaits credit exposure. Furthermore, the Federal
exceed the first- and second-loss positions. Reserve retains the discretion to increase the
Typically, no default payments are made untirisk-based capital requirement assessed against
the maturity of the overall transaction, regardthe retained senior exposure in these structures,
less of when a reference obligor defaults. Whiléf the underlying asset pool deteriorates
operationally important to the SBO, this featuresignificantly.
has the effect of ignoring the time value of Federal Reserve staff will make a case-by-
money. Thus, the Federal Reserve expects thease determination, based on a qualitative review,
when the reference obligor defaults under thas to whether the senior retained portion of an
terms of the credit derivative and when theSBO’s synthetic securitization qualifies for the
reference asset falls significantly in value, the0 percent risk weight. The SI must be able to
SBO should, in accordance with generallydemonstrate that virtually all the credit risk of
accepted accounting principles, make approprthe reference portfolio has been transferred from
ate adjustments in its regulatory reports to refle¢he banking book to the capital markets. As they
the estimated loss that takes into account théo when BOs are engaging in more traditional
time value of money. securitization activities, examiners must care-
For risk-based capital purposes, BOs investully evaluate whether the institution is fully
ing in the notes must assign them to the riskapable of assessing the credit risk it retains in
weight appropriate to the underlying referencéts banking book and whether it is adequately
asset$? The SBO for such transactions mustcapitalized given its residual risk exposure. The
Federal Reserve will require the SBO to main-
28. The names of corporate obligors included in the referf@in higher levels of capital if it is not deemed to
ence portfolio may be disclosed to investors in the CLNs. be adequately capitalized given the retained

29. Under this type of transaction, if a structure exposegesjdual risks. In addition, an Sl involved in

investing BOs to the creditworthiness of a substantive issue, ; i At [
for example, the SI, then the investing institutions shouldgymhetlc securitizations must adequately dis

assign the notes to the higher of the risk categories appropria@o_se to th_e marketplace the effe'Ct of the trans-
to the underlying reference assets or the Sl. action on its risk profile and capital adequacy.
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The Federal Reserve may consider an SBO’s — ensure the absence of any early:
failure to require the investors in the CLNs to amortization or other credit performance
absorb the credit losses that they contractually  contingent clause¥;
agreed to assume to be an unsafe and unsound __
banking practice. In addition, such a failure
generally would constitute “implicit recourse”
or support to the transaction, which would result

subject the transaction to market discipline
through the issuance of a substantive
amount of notes or securities to the capita

. . . X markets;

in the SBO’s losing preferential capital treat-

ment on its retained senior position. — have notes or securities rated by a nation

If an SBO of a synthetic securitization does ~ ally recognized credit rating agency;

not meet the stringent minimum conditions, it — structure a senior class of notes tha
may still reduce the risk-based capital require- receives the highest possible investment
ment on the senior risk position retained in the grade rating, for example, AAA, from a
banking book by transferring the remaining nationally recognized credit rating agency;

credit risk to a third-party OECD bank through

the use of a credit derivative. Provided the credit
derivative transaction qualifies as a guarantee
under the risk-based capital guidelines, the risk
weight on the senior position may be reduced
from 100 percent to 20 percent. Institutions may
not enter into nonsubstantive transactions that

— ensure that any first-loss position retainec
by the Sl in the form of fees, reserves, or
other credit enhancements—which effec-
tively must be deducted from capital—is
no greater than a reasonable estimate ¢
expected losses on the reference portfolic

. ) . . and
transfer banking-book items into the trading
account to obtain lower regulatory capital — ensure that the SI does not reassume ar
requirementgo credit risk beyond the first-loss position
through another credit derivative or any
Minimum conditionsThe following stringent other means.

minimum conditions are those that Sls must Condition 2—Demonstration of ability to

meet to use the synthetic securitization capital evaluate remaining banking-book risk expo-
treatment for transaction 2. The Federal Reservesyres and provide adequate capital support

may impose additional requirements or condi- To ensure that the SI has adequate capital fc
tions as deemed necessary to ascertain that thehe credit risk of its unhedged exposures, al
SBO has SUﬁ:iCient'y isolated itself from the institution is expected to have adequate Sys
credit-risk exposure of the hedged reference tems that fully account for the effect of those
portfolio. transactions on its risk profiles and capital

- ) adequacy. In particular, its systems should b
» Condition 1—Demonstration of transfer of capable of fully differentiating the nature and

virtually all of the risk to third partiesNot all  quality of the risk exposures an institution
transactions structured as synthetic securitiza- transfers from the nature and quality of the

tions transfer the level of credit risk needed to risk exposures it retains. Specifica”y, to gain
receive the 20 percent risk weight on the capital relief institutions are expected to—
retained senior position. To demonstrate that a
transfer of virtually all of the risk has been
achieved, institutions must—

— have a credible internal process for grad
ing credit-risk exposures, including
(1) adequate differentiation of risk among
risk grades, (2) adequate controls tc
ensure the objectivity and consistency of
the rating process, and (3) analysis of
evidence supporting the accuracy or
appropriateness of the risk-grading system

— produce credible analyses indicating a
transfer of virtually all of the credit risk to
substantive third parties;

30. For instance, a lower risk weight would not be applied
to a nonsubstantive transaction in which the Sl (1) enters inte———
a credit derivative transaction to pass the credit risk of the 31. Early-amortization clauses may generally be defined a
senior retained portion held in its banking book to an OECDfeatures that are designed to force a wind-down of a secur
bank, and then (2) enters into a second credit derivativéization program and rapid repayment of principal to asset
transaction with the same OECD bank, in which it reassumelsacked securities investors if the credit quality of the under-
into its trading account the credit risk initially transferred. lying asset pool deteriorates significantly.
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— have a credible internal economic capital- synthetic CLO transactions. In particular,

assessment process that defines the insti-institutions are expected to disclose—
tution to be adequately capitalized at an — the notional amount of loans and commit-

appropriate insolvency probability and that

readjusts, as necessary, its internal eco- —

nomic capital requirements to take into

account the effect of the synthetic securi- —

tization transaction. In addition, the pro-
cess should employ a sufficiently long
time horizon to allow necessary adjust-
ments in the event of significant losses.

The results of an exercise demonstrating —

that the organization is adequately capital-
ized after the securitization transaction

ments involved in the transaction;

the amount of economic capital shed
through the transaction;

the amount of reduction in risk-weighted

assets and regulatory capital resulting from
the transaction, both in dollar terms and in
terms of the effect in basis points on the
risk-based capital ratios; and

the effect of the transaction on the distri-
bution and concentration of risk in the

retained portfolio by risk grade and sector.

must be presented for examiner review;

— evaluate the effect of the transaction on thransaction 3—Retention of a First-Loss
nature and distribution of the nontrans-Position
ferred banking-book exposures. This analy-
sis should include a comparison of theln the third type of synthetic transaction, the
banking book’s risk profile and economicSBO may retain a subordinated position that
capital requirements before and after thabsorbs first losses in a reference portfolio. The
transaction, including the mix of expo- SBO retains the credit risk associated with a
sures by risk grade and business or ecdirst-loss position and, through the use of credit-
nomic sector. The analysis should alsalefault swaps, passes the second- and senior-
identify any concentrations of credit risk loss positions to a third-party entity, most often
and maturity mismatches. Additionally, an OECD bank. The third-party entity, acting as
the bank must adequately manage andn intermediary, enters into offsetting credit-
control the forward credit exposure thatdefault swaps with an SPV, thus transferring its
arises from any maturity mismatch. Thecredit risk associated with the second-loss posi-
Federal Reserve retains the flexibility totion to the SP\?2 The SPV then issues CLNs to
require additional regulatory capital if the the capital markets for a portion of the reference
maturity mismatches are substantiveportfolio and purchases Treasury collateral to
enough to raise a supervisory concerncover some multiple of expected losses on the
Moreover, as stated above, the SBO musinderlying exposures. (See figure 3.)
demonstrate that it meets its internal eco- Two alternative approaches could be used to
nomic capital requirement subsequent taletermine how the SBO should treat the overall
the completion of the synthetic securitiza-transaction for risk-based capital purposes. The
tion; and first approach employs an analogy to the low-

— perform rigorous and robust forward- level capital rule for assets sold with recourse.
looking stress testing on nontransferredJnder this rule, a transfer of assets with recourse
exposures (remaining banking-book loanshat contractually is limited to an amount less
and commitments), transferred exposureshan the effective risk-based capital require-
and exposures retained to facilitate transments for the transferred assets is assessed a
fers (credit enhancements). The stress testistal capital charge equal to the maximum
must demonstrate that the level of crediamount of loss possible under the recourse
enhancement is sufficient to protect theobligation. If this rule was applied to an SBO
sponsoring bank from losses underetainirg a 1 percent first-loss position on a
scenarios appropriate to the specifisynthetically securitized portfolio that would
transaction. otherwise be assessed 8 percent capital, the SBO

e Condition 3—Provide adequate public disclo-would be required to hold dollar-for-dollar capi-
sures of synthetic CLO transactions regarding——————
their risk profile and capital adequaci their 32. Because the credit risk of the senior position is not

_ ransferred to the capital markets but remains with the
10-K and annual reports, SIs must adequate!;}{:ermediary bank, the SBO should ensure that its counter-

diSdose_ to the mafkem'ace the aCCOUminQ)arty is of high credit quality, for example, at least investment
economic, and regulatory consequences @fade.
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Figure 3—Transaction 3

Credit-default-swap
fee (basis points per year)

< SPV
Intermediary
OECD Bank o | Holds $400 million
Default payment and of pledged Treasuries
pledge of Treasuries
A
gﬁ?‘gfezz‘é“lim $400 million $400 million
, Treasuries equal of CLNs of cash
Credit-defaulty to $400 million to v
swap fee
cover losses above
1% of the Senior
v reference assets notes
Sponsoring
Bank
Junior
$5 billion credit notes
portfolio

tal against the 1 percent first-loss risk positionby the first approach. This depends on whethe
The SI would not be assessed a capital chargbe reference portfolio consists primarily of
against the second and senior risk positi#hs. loans to private obligors or undrawn long-term
The second approach employs a literal readsommitments, which generally have an effective
ing of the capital guidelines to determine therisk-based capital requirement that is one-half o
SBO's risk-based capital charge. In this instancehe requirement for loans since such commit
the one percerfirst-loss positiorretained by the ments are converted to an on-balance-sheet crec
S| would be treated as a guarantee, that is, @quivalent amount using the 50 percent convel
direct credit substitute, which would be assessesion factor. If the reference pool consists
an 8 percent capital charge against its face valygimarily of drawn loans to private obligors,
of one percent. Theecond-loss positigrwhich ~ then the capital requirement on the senior-los
is collateralized by Treasury securities, wouldosition would be significantly higher than if the
be viewed as fully collateralized and subject to aeference portfolio contained only undrawn long-
zero percent capital charge. The senior-loseerm commitments. As a result, the capital
position guaranteed by the intermediary bankharge for the overall transaction could be
would be assigned to the 20 percent risk categreater than the dollar-for-dollar capital require-
gory appropriate to claims guaranteed by OECnent set forth in the first approach.
banks34 Sls will be required to hold capital against a
It is possible that the second approach masetained first-loss position in a synthetic securi
result in a higher risk-based capital requiremertization equal to the higher of the two capital
than the dollar-for-dollar capital charge imposeatharges resulting from application of the first
and second approaches, as discussed abo
33. ABO that sponsors this type of synthetic securitizatior Urther, although the SBO retains only the credi
would not realize any benefits with respect to the determinarisk associated with the first-loss position, it still
tion of its leverage ratio since the reference assets remain ashould continue to monitor all the underlying

the SI's balance sheet. ; [
34. Ifthe intermediary is a BO, then it could place both setscredlt exposures of the reference portfolio tc

of credit-default swaps in its trading account and, if subject t¢l€tect any changes in the credit-risk profile o
the Federal Reserve's’ market-risk capital rules, use itthe counterparties. This is important to ensur
genderlaz-marlketl»riskthmodel anfi,t if Ell(pgrovzdy SptelcifiC-ri?'*that the institution has adequate capital to pro
model to calculate the appropriate risk-based capital requirgs ; ;

ment. If the specific-risk model has not been approved, th%ect ag‘"?"”St unexpected losses. I.Exammers shot
the SBO would be subject to the standardized specific-ris| etermine whether the sponsoring bank has tr

capital charge. capability to assess and manage the retained ri
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in its credit portfolio after the synthetic securi-by designing, implementing, and supporting an
tization is completed. For risk-based capital pureffective strategic plan. Strategic planning is a
poses, BOs investing in the notes must assigong-term approach to integrating asset deploy-
them to the risk weight appropriate to thement, funding sources, capital formation, man-
underlying reference asséfs. agement, marketing, operations, and informa-
tion systems to achieve success. Strategic
planning helps the organization more effectively
Overall Assessment of Capital anticipate and adapt to cha.nge.. Management
Adequacy must also ensure that plannln_g |r_1format|on as
well as corporate goals and objectives are effec-

The following factors should be taken imotlvely communicated throughout the organiza-

account in assessing the overall capital adé'—O'::t ItE_ffecttlvg strategic pI?nnltr1hg aHOW?. th?
quacy of a bank. institution to be more proactive than reactive in

shaping its own future. The strategic plan should

clearly outline the bank’s capital base, antici-
Capital Ratios pated capital exp_enditures, desirable capital level,

and external capital sources. Each of these areas

Capital ratios should be compared with regula§hOU|d be evaluated in consideration of the

tory minimums and with peer-group averages@1egree anc_i type of risk the.‘t management and the
Banks are expected to have a minimum totap@rd of directors are willing to accept.
risk-based capital ratio of 8 percent. However th. Canital i t t a bank’
because risk-based capital does not take explidiroWVth-Capital is necessary to support a bank's
account of the quality of individual asset port-9roWth; however, itis the imposition of required
folios or the range of other types of risks toc‘:“‘p'tal ratios that .contro.ls. growth..Becaus.e a
which banks may be exposed, such as intereé?f’mk has to maintain a minimum ratio of capital
rate, liquidity, market, or operational risks, bank<© asselts, it will %nly b\ztﬁb_le tok?m\lg{ S? fast. Fc;r
are generally expected to operate with capitfxlfamp e %rapl gro f'n a ban ? oz_atn pOTd-
positions above the minimum ratios. Institution ollo may be a cause ot concern, for it cou
with high or inordinate levels of risk are also'ndicate thata bank is altering its risk profile by
expected to maintain capital well above thd®ducing its underwriting standards.

minimum levels. Dividends. E . hould iew historical
The minimum tier 1 leverage ratio is 3 per--'//d€NdAs.Examiners should review historica

cent. However, an institution operating at orand plgnned cash dlv_ld_end payout ratios to
near these levels is expected to have wel@€termine whether dividend payments are
diversified risk, including no undue interest-ratd P&!"Mng capital adequacy. Excessive divi- _
risk exposure, excellent asset quality, higﬁjend payouts may result from several sources:
liquidity, and good earnings, and to generally be . .
considered a strong banking organization, rated If the b?“" is owned by a holdlng_ company,
composite 1 under the CAMELS rating system the holding company may be requiring exces-
of banks. For all but the most highly rated banks sive lelqend paymen?s from the bank to fund
meeting the conditions above, the minimum (e holding company’s debt-repayment pro-
tier 1 leverage ratio is 3 percent plus an addi- gram, expansion goals, or other cash needs.
tional cushion of at least 100 to 200 basis points. The bank’s board of directors may be under

pressure from individual shareholders to pro-

vide funds to repay bank stock debt or to use
Impact of Management for other purposes.

Dividends may be paid or promised to support

Strategic planningOne of management's most a proposed equity offering,

important functions is to lead the organization

—_— Access to additional capitaBanks that do not
35. Under this type of transaction, if a structure exposegienerate sufficient capital internally may require

investing BOs to the creditworthiness of a substantive issuer,

for example, the SI, then the investing institutions should

assign the notes to the higher of the risk categories appropriate———

to the underlying reference assets or the SI. 36. See also “Dividends,” section 4070.1.
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external sources of capital. Large, independer@ugmentation via earnings retention. Poor earr
institutions may solicit additional funding from ings can have a negative effect on capita
the capital markets. Smaller institutions mayadequacy in two ways. First, any losses absorbe
rely on a bank holding company or a principalby capital reduce the ability of the remaining
shareholder or control group to provide addicapital to fulfill that function. Second, the impact
tional funds, or on the issuance of new capitabf losses on capital is magnified by the fact tha
instruments to existing or new investors. Cura bank generating losses is incapable of repler
rent shareholders may resist efforts to obtairshing its capital accounts internally.

additional capital by issuing new capital instru-

ments because of the diluting effect of the NeVL  nds managemend bank with undue levels
capital. In deciding whether to approve obtaln-Of interest-rate risk should be required to

ing additional capital in this manner, sharehold- . ) . _
ers must weigh the dilution against the possibil-Strengthen its capital positions, even though |

. . o may meet the minimum risk-based capital stan
ity .tha.lt’ W'thom. the additional funds, the dards. Assessments of capital adequacy shou
institution may fail.

. ._reflect banks’ appropriate use of hedging instru
Under Federal Reserve policy, a bank holdin - -
company is expected to gervc)e/ as a source gF?ents. Other things being equal, banks that hax

> - . %ppropriately hedged their interest-rate exposul
strength to its subsidiary banks. A bank hOIOIIngifvill be permitted to operate with lower levels of

company can fulfill this obligation by having capital than those banks that are vulnerable t

enough liquidity to inject funds into the bank or. ) .
by having access to the same sources of add(;]terest rate changes. While the Federal Resen

tional capital, that is, current or existing share; oes notwant to discourage the use of legitimat
holders, as outlined above. hedging vehicles, some instruments, in particu

lar interest-only strips (10s) and principal-only
strips (POs), raise concerns. 10s and POs ha
highly volatile price characteristics as interes
rates change and are generally not considere
appropriate investments for most banks. How

.ever, some sophisticated banks may have tt

Capital levels and ratios should be evaluated i : .
. : : ; " xpertise and systems to appropriately use IC
view of the bank’s overall financial condition and POs as hedging vehicles.

including the following areas.

Financial Considerations

Asset qualityThe final supervisory judgment on Off-balance-sheet items and activitie®nce
a bank’s capital adequacy may differ signifi-funded, off-balance-sheet items become subje
cantly from conclusions that may be drawrto the same capital requirements as on-balanc
solely from the level of a bank’s risk-basedsheet items. A bank’s capital levels should be
capital ratio. Generally, the main reason for thisufficient to support the quality and quantity of
difference is the evaluation of asset qualityassets that would result from a significant por-
Final supervisory judgment of a bank’s capitaltion of these items being funded within a shor
adequacy should take into account examinatiotime.
findings, particularly those on the severity of
problem and classified assets and investment or
loan portfolio concentrations, as well as on theAdequacy of and Compliance with
adequacy of the bank’s allowance for loan an€Capital-lmprovement Plans
lease losses.
Capital-improvement plans are required for
Balance-sheet compositioA.bank whose earn- banks operating with capital ratios below regu-
ing assets are not diversified or whose crediaitory minimums as required by the prompt-
culture is more risk-tolerant is generally expectedorrective-action part of the Federal Deposil
to operate with higher capital levels than ansurance Act, as well as for some banks opel
similar-sized institution with well-diversified, ating under supervisory actions. Examiner:
less risky investments. should review any such plans and determin
their adequacy and reasonableness, keeping
Earnings. An adequately capitalized, growing mind that banks may meet required capital-to
bank should have a consistent pattern of capitalsset ratios in three ways:
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» They may issue more capital. In doing soSubordinated Debt in Excess of Limits
banks must weigh the need for additional
capital against the dilution of market valueThe total of term subordinated debt and

that will result. intermediate-term preferred stock that may be
« They may retain earnings rather than payin. cluded in tier 2 capital is limited to 50 percent
them out as dividends. f tier 1 capital. Amounts issued or outstanding

. in excess of this limit are not included in the
* They may sell assets. By reducing the amour§sk-pased capital calculation but should be

of total assets, a bank reduces the amount @fxen into consideration when assessing the
capital necessary to meet the required ratiosygnk’s funding and financial condition.

Inadequate Allowance for Loan and Unrealized Asset Values
Lease Losses

) Banks often have assets on their books that are
An inadequate allowance for loan and leasearried at significant discounts below current
losses (ALLL) will require an additional charge market values. The excess of the market value
to currentincome. Any charge to current incomeyver the book value (historical cost or acquisi-
will reduce the amount of earnings available tajon value) of assets such as investment securi-
supplement tier 1 capital. Because the amount gfes or banking premises may represent capital
the ALLL that can be included in tier 2 capital iStg the bank. These unrealized asset values are
limited to 1.25 percent of gross risk-weightednot included in the risk-based capital calculation
assets, an additional provision may increase thgyt should be taken into consideration when
ALLL level above this limit, thereby resulting in assessing capital adequacy. Particular attention
the excess portion being excluded from tier Zhould be given to the nature of the asset, the
capital. reasonableness of its valuation, its marketability,

and the likelihood of its sale.

Ineligible Collateral and Guarantees

The risk-based capital guidelines recognize onlk EVERAGE RATIO FOR STATE
limited types of collateral and guarantees. OtheMEMBER BANKS
types of collateral and guarantees may support
the asset mix of the bank, particularly within itsThe Federal Reserve has adopted a minimum
loan portfolio. Such collateral or guaranteesatio of tier 1 capital to average total assets to
may serve to substantially improve the overalassist in the assessment of the capital adequacy
quality of a loan portfolio and other credit of state member banks. The principal objective
exposures, and should be considered in thef this measure, which is intended to be used as
overall assessment of capital adequacy. a supplement to the risk-based capital measure,
is to place a constraint on the maximum degree
to which a state member bank can leverage its
Market Value of Bank Stock equity capital base.
The guidelines implementing the leverage
Examiners should review trends in the marketatio are found in Regulation H (12 CFR 208),
price of the bank’s stock and whether stock isippendix B, and apply to all state member banks
trading at a reasonable multiple of earnings or an a consolidated basis. The ratio is to be used
reasonable percentage (or multiple) of booln the examination and supervisory process, as
value. A bank’s low stock price may merely bewell as in the analysis of applications acted upon
an indication that it is undervalued, or it may beby the Federal Reserve.
indicative of regional or industrywide problems. A bank’s leverage ratio is calculated by
However, a low-valued stock may also indicatedividing its tier 1 capital (the numerator of the
that investors lack confidence in the institutionratio) by its average total consolidated assets
such lack of support could impair the bank’s(the denominator of the ratio). For purposes of
ability to raise additional capital in the capitalcalculating this ratio during an examination,
markets. examiners may use the bank's average total
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assets as of the last call report date. This ratid00 basis points. In all cases, banking institu
may also be calculated using period-end asseti®ns should hold capital commensurate with the
whenever necessary, on a case-by-case badevel and nature of all risks, including the
For the purpose of this leverage ratio, therolume and severity of problem loans, to which
definition of tier 1 capital for year-end 1992they are exposed.

as set forth in the risk-based capital guide- A bank that does not hava 4 percent
lines contained in appendix A of the Federaleverage ratio (3 percent if it is rated a compos
Reserve’s Regulation H is used. Average totdte CAMELS 1 and meets the other conditions
consolidated assets are defined as the quartedgt forth above) is considered undercapitalize
average total assets reported on the bank’s calhder the prompt-corrective-action framework
report, less goodwill, MSAs, NMSAs, andand must file a capital-restoration plan tha
PCCRs that, in the aggregate, are in excess afeets certain requirements.

100 percent of tier 1 capital and PCCRs and

NMSAs in excess of 50 percent of tier 1 capital,

and any other intangible assets and investments

in subsidiaries that the Federal Reserve detePe Novo Banks

mines should be deducted from tier 1 capital.

Under the leverage ratio guidelines, the minidnitial capital in a de novo state member bank
mum level of tier 1 capital to average total assetshould be reasonable in relation to the bank’
for state member banks is 3 percent. An institulocation, business plan, competitive environ:
tion operating at or near this level is expected tonent, and state law. At a minimum, however, ¢
have well-diversified risk, including no unduede novo bank must maintain a tangible tier 1
interest-rate-risk exposure, excellent asset qudkverage ratio (core capital elements minus al
ity, high liquidity, and good earnings; and tointangible assets divided by average total asse
generally be considered a strong banking orgaminus all intangible assets) of 9 percent for the
nization, rated composite 1 under the CAMELSfirst three years of operations. The applican
rating system of banks. must provide projections of asset growth anc

Institutions not meeting these characteristicgarnings performance that reasonably suppo
as well as institutions with supervisory, finan-the bank’s ability to maintain this ratio without
cial, or operational weaknesses, are expected teliance on additional capital injections. This
operate well above minimum capital standardolicy also applies to newly converted commer-
Institutions experiencing or anticipating signifi-cial banks through the third year of existence
cant growth are also expected to maintain capand generally to other types of institutions tha
tal ratios, including tangible capital positions,become Federal Reserve members (for exampl
well above the minimum levels. For example,ndustrial banks, thrifts, and Edge Act compa-
most such banks generally have operated aies) for a three-year period beginning from the
capital levels ranging from 100 to 200 basigdate following consummation. Any exceptions
points above the stated minimums. Higher capito this policy for converted banks should be
tal ratios could be required if warranted by thediscussed with Board staff. Even thdug 9 per-
particular circumstances or risk profiles of indi-cent tangible leverage ratio is not required afte
vidual banks. Thus, for all but the most highlythe third year, de novo banks are expected t
rated banks meeting the conditions set fortimaintain capital ratios commensurate with on:
above, the minimum leverage ratio is 3 percengoing safety-and-soundness concerns and, ge
plus an additional cushion of at least 100 tcerally, well in excess of regulatory minimums.
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Examination Objectives .
Effective date May 2000 Section 3020.2

1. To determine the adequacy of capital. leverage capital guidelines, as well as exist
2. To determine compliance with the risk- ing conditions and future plans.
based and tier 1 leverage capital adequady. To initiate corrective action when policies,
guidelines. procedures, or capital are deficient.
3. To determine if the policies, practices, and’. To evaluate whether—
procedures with regard to the capital ade- a. theinstitution is fully capable of assessinc

quacy guidelines are adequate. the credit risk associated with the collat-
4. To determine if the bank’s officers and eralized loan obligations (CLOS) it retains

employees are operating in conformity with in its banking book (nontrading accounts);

the Board’'s established capital adequacy and

guidelines. b. the institution is adequately capitalized

5. To evaluate the propriety and consistency of given its residual risk exposure involving
the bank’s present and planned level of CLOs.
capitalization in light of the risk-based and
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Examination Procedures
Effective date May 2000

Section 3020.3

VERIFICATION OF THE
RISK-BASED CAPITAL RATIO

Examiners should verify that the bank has ad-
equate systems in place to compute and docu-
ment its risk-based capital ratios. Small banks
with capital ratios well in excess of established
minimums may not have a system explicitly
designed to capture risk-based capital informa-
tion. In addition, depending on a bank’s current
capital structure and ratios, all procedures may
not apply.

1. Verify that the bank is correctly reporting

risk-based capital information requested on
its Reports of Condition and Income.

For the qualifying components of capital:

2. Determine if management is adhering to the

underlying terms of any currently outstand-
ing stock issues.

. Review common stock to ensure that the
bank is in compliance with the terms of any
underlying agreement(s) and to determine if

be subject to Federal Reserve prior
approval
— noncumulative

— fixed rate or traditional floating or
adjustable rate

— must not contain features which
would require or create an incen-
tive for the issuer to redeem or
repurchase the instrument, such a
an “exploding rate,” an auction-
rate pricing mechanism, or a fea-
ture that allows the stock to be
converted into increasing numbers
of common shares.

» Perpetual preferred stock, includable
within tier 2 capital without a sublimit,
must have characteristics (a) througt
(f) listed above for tier 1 perpetual
preferred stock, but does not otherwise
qualify for inclusion in tier 1 capital.
For example, cumulative or auction-
rate perpetual preferred stock, which
do not qualify for tier 1 capital, may be
includable in tier 2 capital.

more than one class exists. When more2- Verify that minority interest in equity

than one class exists, review the terms for
any preference or nonvoting features. If the
terms include such features, determine
whether the class of common stock qualifies
for inclusion in tier 1 capital.

. Review any perpetual and long-term pre-
ferred stock for the following:

a. Compliance with terms of the underlying 6.

agreement(s) carefully noting—
» adherence to the cumulative or non-
cumulative nature of the stock, and
 adherence to any conversion rights.
b. Proper categorization as tier 1 or tier 2
for capital adequacy purposes, noting the
following requirements:
e Tier 1 perpetual preferred stock must
have the following characteristics:
— no maturity date
— cannot be redeemed at the option
of the holder
— unsecured
— ability to absorb losses
— ability and legal right for issuer to
defer or eliminate dividends
— any issuer redemption feature must

accounts of consolidated subsidiaries
included in tier 1 capital consists of tier 1
capital elements. Determine whether any
perpetual preferred stock of a subsidiar
that is included in minority interest is
secured by the subsidiary’s assets; if so, the
stock may not be included in capital.

Review the intermediate-term preferrec

stock and subordinated debt instrument

included in capital for the following:

a. Compliance with terms of the underlying
agreement(s), noting that subordinatec
debt containing the following terms may
not be included in capital:

« interest payments tied to the bank’s
financial condition

acceleration clauses or broad condi

tions of events of default that are

inconsistent with safe and sound bank:
ing practices.

b. Compliance with restrictions on the
inclusion of such instruments in capital
by verifying that the aggregate amount
of both types of instruments does not
exceed 50 percent of tier 1 capital (net

Commercial Bank Examination Manual
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of goodwill) and that the portions includ-

able in tier 2 capital possess the follow-

ing characteristics:

» unsecured

e minimum five-year original weighted
average maturity 10.

* in the case of subordinated debt, con-
tains terms stating that the debt (1) is
not a deposit, (2) is not insured by
a federal agency, (3) cannot be
redeemed without prior approval from
the Federal Reserve, and (4) is sub-
ordinated to depositors and general
creditors.

. Appropriate amortization, if the instru-
ments have a remaining maturity of less
than five years.

7. Determine, through review of minutes of

the board of directors meetings, if a stock

offering or subordinated debt issue is bein

considered. If so, determine that manage=—-
ment is aware of the risk-based capital
requirements for inclusion in capital.

. Review any mandatory convertible debt

securities for the following:

a. Compliance of the terms with the criteria
set forth in 12 CFR 225 (Regulation Y),
appendix B.

. Notification in the terms of agreement
that the redemption or repurchase of

loan and lease losses included in tier 2
capital has been properly calculated.

For the calculation of risk-weighted assets:

Verify that each on- and off-balance-sheet
item has been assigned to the appropriate
risk category in accordance with the risk-
based capital guidelines. Close attention
should be paid to the underlying obligor,
collateral, and guarantees, and to assign-
ment to a risk category based upon the
terms of a claim. The claim should be
assigned to the risk category appropriate to
the highest risk option available under the
terms of the transaction. Verify that the
bank’s documentation supports the assign-
ment of preferential risk weights. If neces-
sary, recalculate the value of risk-weighted
assets.

Verify that all off-balance-sheet items have
been converted properly to credit-equivalent
amounts based on the risk-based capital
guidelines. Close attention should be paid to
the proper reporting of assets sold with
recourse, financial and performance standby
letters of credit, participations of off-balance-
sheet transactions, and commitments.

such securities before maturity is subjecNERlFlCAﬂON OF THE TIER 1
to prior approval from the Federal LEVERAGE RATIO

Reserve.

. The treatment of the portions of suchl2.
securities covered by the issuance of
common or perpetual preferred stock
dedicated to the repayment of the secu-
rities, bearing in mind the following:

» the amount of the security covered by
dedicated stock should be treated as
subordinated debt and is subject,
together with other subordinated debt
and intermediate-term preferred stock,
to a sublimit within tier 2 capital of
50 percent of tier 1 capital, as well as
to amortization in the last five years of
life.

Verify that the bank has correctly calculated
tier 1 capital in accordance with the defini-
tion of tier 1 capital for year-end 1992 as set
forth in the risk-based capital guidelines.

13. Verify that the bank has properly calculated

average total consolidated assets, which are
defined as the quarterly average total assets
as reported on the call report, less goodwill
and any other intangible assets and any
investments in subsidiaries that the Federal
Reserve determines should be deducted from
tier 1 capital.

the portion of a mandatory convertiole OVERALL ASSESSMENT OF

security that is not covered by dedica-CAPITAL ADEQUACY

tion qualifies for inclusion in tier 2
capital without any sublimit and with- 14,
out being subject to amortization in the
last five years of life.

For banks that do not meet the minimum
risk-based tier 1 leverage capital standards
or that are otherwise considered to lack

9. Verify that the amount of the allowance for  sufficient capital to support their activities,

May 2000
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302

15.

examine the bank’s capital plans for achiev-

ing adequate levels of capital and determine

whether they are acceptable to the Federal

Reserve in conjunction with the Reserve

Bank’s management. Review and comment

on these plans and any progress achieved in

meeting the requirements.

The review processes entailed in “Overall

Conclusions Regarding Condition of the

Bank,” section 5020.1, require an evalua-

tion of the propriety and consistency of the

bank’s present and planned level of capitali-
zation in light of existing conditions and
future plans. In this regard, the examiner
assigned to assessing capital adequacy
should—

a. Using the latest Uniform Bank Perfor-
mance Report (UBPR), analyze applica-
ble ratios involving capital funds, com-
paring these ratios with those of the
bank’'s peer group and investigating
trends or significant variations from peer-
group averages.

b. Determine that capital is sufficient to
compensate for any instabilities or defi-
ciencies in asset and liability mix and
quality mentioned in the “funds manage-
ment” paragraph (“Financial Consider-
ations” subsection).

c. Determine if the bank’s earnings perfor-
mance enables it to fund its expansion
adequately, to remain competitive in the
market, and to replenish and/or increase
its capital funds as needed.

d. Analyze trends in the bank’s deposit and
borrowed funds structure to determine
whether capital is maintained at a level
sufficient to sustain depositor and lender
confidence.

e. If the reserve for loan losses is deter-
mined to be inadequate, analyze the
impact of current and potential losses on
the bank’s capital structure. See “Ana-
lytical Review and Income and Expense,”
section 4010.1.

f. Consider the impact of any management
deficiencies on present and projected
capital.

g. Determine if there are any assets or
contingent accounts whose quality rep-
resents an actual or potential serious
weakening of capital.

h. Consider the potential impact, should
approval be given, of any proposed
changes in controlling ownership on the

projected capital position.

i. Analyze assets which are considerec
undervalued on the balance sheet an
carried at below-market values. The
excess of market value over cost may
represent an additional cushion to the
bank.

j. Consider the cushion for absorbing losse:
that may be provided by any subordi-
nated debt or intermediate-term pre-
ferred stock not included in tier 2 capital
because of the 50 percent of tier 2 capita
limitation or that is not included in capi-
tal for tier 1 leverage ratio purposes.

k. Analyze any collateral and guarantee:
supporting assets that may not be take
into account for risk-based or tier 1
leverage capital purposes and conside
these in the overall assessment of capite
adequacy.

|. Evaluate the bank’s overall asset quality
and determine whether the bank needs t
strengthen its capital position based or

the following:

« the severity of problem and classified
assets

e investment or loan portfoliocon-
centrations

 the adequacy of loan-loss reserves

m. Analyze the bank’s interest-rate risk anc
use of hedging instruments. Determine if
the bank should strengthen its capital
position based on undue levels of risk.
Review hedging instruments for use of
10s and POs (which raise concerns), ant
management’'s expertise in using hedg
ing instruments.

n. Determine whether the sponsoring banl
is able to assess and manage the retaine
risk in its credit portfolio after the issu-
ance of synthetic collateralized loan
obligations.

o. If the bank has used the special risk-
based regulatory capital treatment for
synthetic CLOs, verify that the stringent
minimum conditions have been met for
that treatment.

16. Review capital adjustments such as gooc

will and intangible assets by performing the

following procedures:

a. Verify the existence of adequate docu:
mentation concerning original and carry-
ing values and the amortization method.

b. Verify that intangibles are being reducec
in accordance with the amortization
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Assessment of Capital Adequacy: Examination Procedures

17.

method, and that if the carrying amount18.
exceeds the value, the intangible is writ-
ten down or off.

c. Determine if the bank is performing a
quarterly review of the level and quality
of all intangibles.

d. Verify that goodwill and nonqualifying
identifiable intangibles are deducted from19.
tier 1 capital.

e. Determine the proper inclusion of other
identifiable intangibles included in tier 1
capital by verifying that the criteria out-
lined in the risk-based capital guidelines
are met.

In light of the analysis conducted in step 1520.

and in accordance with the Federal Reserve’s

capital adequacy guidelines, determine any
appropriate supervisory action with regard?1.
to the bank’s capital adequacy.

Review the following items with the

examiner-in-charge in preparation for dis-

cussion with appropriate management:

a. all deficiencies noted with respect to the
capital accounts

b. adequacy of present and projected
capital

Ascertain through minutes, reports, etc., or

through discussions with management, how

the future plans of the bank (for example,

growth through commercial lending, retail

operations, etc.) will affect the bank’s asset

quality, capital position, and other areas of

its balance sheet.

Prepare comments for the examination report

on the bank’s capital position, including any

deficiencies noted.

Update the workpapers with any informa-

tion that will facilitate future examinations.

May 2000
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Assessment of Capital Adequacy

Internal Control Questionnaire
Effective date November 1993

Section 3020.4

Review the bank’s internal controls, policies, *4.

practices, and procedures concerning capital.
The bank’s system should be documented in a

complete and concise manner and should include*5.

where appropriate, narrative descriptions, flow-
charts, copies of forms used, and other pertinent
information.
require substantiation by observation or testing.

*7.

GENERAL

*8.

1. Has the bank established procedures to,
ensure that— 9
a. all components of capital are accurately

categorized and reported for purposes
of the risk-based and leverage capita
measures?

b. all on-and off-balance-sheet items are
accurately risk-weighted and reporte
for purposes of the risk-based capital
measures?

c. categorization of on- and off-balance-
sheet items and capital for purposes of
the risk-based capital measures is ade-
quately documented?

d. the bank is in compliance with the
terms of any contractual agreements
underlying capital instruments?

e. management and the board of directors
consider the requirements of the risk-
based capital guidelines for inclusion
in capital of stock or debt prior to
issuance?

2. Does the bank prepare a periodic analysis
of its risk-based and leverage capital posi-

Iltems marked with an asterisk *6.

*12

Are capital transactions verified by more
than one person before stock certificate
are issued?

Are stock certificates and debentures han
dled by persons who do not also recorc
those transactions?

Does the bank maintain a stock certificate
book with certificates serially numbered
by the printer?

Is the stock certificate book maintained
under dual control?

Does the bank’s policy prohibit the sign-
ing of blank stock certificates?

. Does the bank maintain a shareholders

ledger that shows the total number of
shares owned by each stockholder?

10. Does the bank maintain a stock transfe

journal disclosing names, dates,

amounts of transactions?

anc

1. Does the bank cancel surrendered stoc

certificates?

. Are inventories of unissued notes or

debentures—

a. maintained under dual control?

b. counted periodically by someone othel
than the person responsible for their
custody?

3. When transfers are made—

a. are notes or debentures surrendered al
promptly cancelled?

b. are surrendered notes or debenture
inspected to determine that proper
assignment has been made and that ne
notes or debentures agree in amount?

tions to assess capital adequacy for botCONCLUSION

current and anticipated needs?
*3.
cific bank officers to—
a. sign stock certificates?
b. maintain custody of unissued stock
certificates?
c. maintain stock journals and records?

Has the board of directors authorized spe-14. Indicate additional procedures used ir

arriving at conclusions.

15. Are internal controls of capital adequate

based on a composite evaluation, a
evidenced by answers to the foregoing
questions?
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